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BANK SUPERVISION, MONETARY POLICY, AND 
GOVERNMENTAL REORGANIZATION * 


G. L. BACH 
Carnegie Institute of Technology 


The optimal relationship between bank supervision and monetary 
(credit) policy has long been a matter of dispute. This question 
has been raised again by the recent “Hoover Commission” studies 
of federal governmental organization. It is the purpose of this 
paper to summarize briefly a recent study made for the Hoover 
Commission on the working of federal bank supervision and its 
relations to monetary policy, and to suggest some considerations 
that appear to be of importance in establishing effective bank 
supervision and better coordination with federal monetary policy. 


I. LEGISLATIVE AUTHORITY AND DIRECTIVES 


A survey of the relevant legislation leads to three broad observa- 
tions: 
1. The statutes provide no clear-cut statement of what bank 
supervision is or what its objectives should be. Bank supervision 
is commonly said to consist primarily of bank chartering, bank 
examination, issuance of regulations and rulings, requirement of 
reports, provision of counsel and advice, and bank liquidation— 
with bank examination the core of the process. But these activities 
have meaning or content only with reference to the objectives they 
seek to achieve. On this fundamental point, the law is clear as to 
some supervisory matters and specific directives—elimination of 
fraud and self-dealing by bankers, enforcement of statutory provi- 
sions, minimum capital requirements for some types of banks, etc. 


*This paper rests primarily on a larger study of the Federal Reserve 
System and its relationship with other agencies done by the author in 1948 
for the Commission on Organization of the Executive Branch of the Gov- 
ernment (the “Hoover Commission”). The recommendations suggested in 
the concluding sections here are for the most part those presented by the 
Commission’s Task Force on Independent Regulatory Commissions. The 
Commission itself, moving partly counter to the recommendations of its 
task force with no explanatory comment, recommended that the Federal 
Deposit Insurance Corporation be incorporated into the Treasury and said 
nothing on improvement or co-ordination with the Federal Reserve or with 
monetary-fiscal policy in general. 

The views expressed herein are personal and are not necessarily those 
of the Commission or its task force. The recommendations of the Task 
Force on Independent Regulatory Agencies are included in Appendix N of 
the Commission’s reports. The detailed analysis of bank supervision and 
its relation to monataiey policy is contained in the staff report on the Fed- 
eral Reserve System. In preparing this paper I have especially benefitted 


from numerous suggestions by Homes Jones, Richard Cyert, J. E. Reeve, 
and R. I. Robinson. 
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But larger objectives can only be read between the lines for the 
most part, and such directives as exist (e.g., the admonition to 
Federal Reserve officials against “unsound” and “speculative” bank 
loans) are so general that meaning is given only in actual super- 
visory practices. 


Without any pretense of precision or comprehensiveness, I 
venture to suggest that the federal statutes imply two broad 
objectives for bank supervision, aside from the chartering ques- 
tion: (a) Supervision should help keep existing banks operating 
for the welfare of depositors, the general public, and borrowers, 
notably the first two. This implies a function of limiting the risks 
to which banks are permitted to subject themselves; in the original 
Federal Reserve Act it appeared especially in repeated emphasis 
on the limitation of bank loans to short-term, self-liquidating paper. 
(b) Supervision should close and liquidate banks unable to meet 
their current obligations, so as to salvage a maximum of the avail- 
able assets and to minimize the blow to the community involved. 


2. The statutes are essentially silent as to any connection 
between bank supervision and monetary (credit) policy. The 
problem of keeping the individual bank a going institution is in 
considerable part one of how that bank is managed and the risks 
it individually takes. Even in good times, individual banks can fail; 
witness the 1920’s. But the mass risks arising from general defla- 
tion and depression provide another system-wide danger against 
which individual bank investment wisdom is of limited potence, so 
long as the bank is to engage in any appreciable non-governmental 
lending. And it is this mass deflation risk that is of greatest danger 
to the public as well as to bank depositors at large. 


Governmental res_onsibility for mitigating such mass deflations 
is now widely accepted, and most students of central banking agree 
that the central bank’s first responsibility is to provide ready 
liquidity for commercial bank assets in time of financial crisis. Yet 
bank supervisory legislation, largely enacted under the influence 
of the “real bills” doctrine, largely looks to a restriction of the 
type of paper on which banks can lend for their basic protection 
against insolvency, with virtually no recognition of the crucial 
central bank (and Treasury) role in providing crisis period 
liquidity to prevent mass bank closings of the traditional depres- 
sion sort. Nor does the legislation go far beyond reliance on the 
1 That bank pokey, on well as an appropriate volume of money, would be 


assured if banks loaned only on short-term, “self-liquidating” commercial 
and agricultural paper. 
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same “real bills” doctrine as a protection against inflationary lend- 
ing, though there are numerous admonitions against inflationary 
loans and some other indirect restrictions such as controls over 
bank chartering and prohibition of interest payments on demand 
deposits. 

3. Statutory responsibility for bank supervision is diffused 
among three federal and forty-eight state authorities of unclear 
and overlapping jurisdiction and powers.2 On the federal level, 
responsibility is divided between the Comptroller of the Currency 
(who heads a bureau of the Treasury Department), the Federal 
Reserve, and the Federal Deposit Insurance Corporation. The 
Comptroller has the responsibility for chartering and closing 
national banks and primary responsibility for their supervision. 
The Federal Reserve, whose largest responsibility is credit policy 
and maintenance of overall economic stability, has statutory power 
in the Federal Reserve Act to supervise all member banks (which 
include all national banks). Nevertheless under other federal and 
state legislation supervisory responsibility for national banks is 
placed in the Comptroller and for state banks in the state super- 
visory authorities. The F.D.I.C. has supervisory power over all 
insured banks (which include all member banks), subject in some 
respects to permissive action by the Federal Reserve and Comp- 
troller, and has exclusive federal supervisory responsibility for 
insured state non-member banks; in practice, however, the F.D.2.C. 
powers appear to depend in considerable part on persuading state 
supervisors to enforce the state laws which govern most of state 
banks’ activities. 


The chartering and supervision of national banks is the only 
function of substance now performed by the Comptroller. Under 
the F.D.I.C. Act, his previous function of appointing and super- 
vising receivers for closed banks was in effect replaced by F.D.I.C. 
responsibility for liquidation of all closed insured banks. Simplifi- 
cation of the currency system and elimination of national bank 
notes, which the Comptroller issued to the banks against legally 
prescribed backing, has in effect transferred the currency issue 
function to the Federal Reserve. Federal Reserve notes now com- 
prise nearly 90 per cent of all currency outstanding. 


The F.D.I.C. has three major functions: (1) It handles the 
deposit insurance fund, collecting assessments, investing the funds 


2A fourth federal agency, the Reconstruction Finance Copan, retains 
contractural power to supervise those banks in which it still holds preferred 


stock or capital notes arising from its depression period activities in re- 
opening 
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in government securities (under active de facto Treasury control, 
similar to that exercised over regular government trust funds), 
and making disbursements as required to pay off depositors or to 
prevent incipient bank failures. (2) It examines the non-member 
insured banks and reviews the Comptroller’s and Federal Reserve 
examination reports for other insured banks. (3) It handles the 
liquidation of all closed insured banks, and, working with the other 
supervisory agencies involved, works out mergers and consolida- 
tions of weak banks to prevent threatened failures. In this latter 
procedure, which has become accepted practice rather than letting 
insured banks fail, the F.D.I.C. uses the insurance fund to purchase 
weak assets where necessary to effectuate the merger or consolida- 
tion. 

Each state also has its own bank supervisory system, usually 
headed by a political appointee. State banking laws vary substan- 
tially, and the directives under which state bank supervisors 
operate vary accordingly. Turnover in such officials at the top 
level is generally fairly rapid. State bank supervisory officials are 
commonly said to be more lax than federal supervisors; certainly 
most (though not all) state legislation is more lax than federal 
statutes where they cover comparable points. 


Specific instances of overlapping responsibilities arise in many 
aspects of supervision. For example, the Federal Reserve has full 
authority to grant trust power to national banks and to issue regu- 
lations governing their use, but supervision of the utilization of the 
powers is in the hands of the Comptroller. The Comptroller has 
power to close and appoint a conservator for any national bank 
(which is by law also a member bank), but he is required imme- 
diately to appoint the F.D.I.C. to handle the bank’s liquidation. 
Organization of a new national bank, or reorganization or amalga- 
mation to save a weak national bank, must be approved by officials 
of all three federal agencies, though the Comptroller has final 
authority; for a state bank, three authorities are also likely to 
share supervision. The Comptroller issues regulations governing 
the purchase of investment securities by all member banks, which 
are enforced by him for national banks, and by the Federal Reserve 
for state member banks. Under the Securities Exchange Act of 
1934, the Board issues regulations governing the extension of credit 
by all banks for purchasing or carrying listed stocks; the relevant 
regulation is enforced by the Comptroller for national banks, the 
Federal Reserve for state member banks, the F.D.I.C. for insured 
non-member banks, and the forty-eight different state authorities 
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for non-insured banks. Much cross-clearance would be inevitable 
even if there were only one agency, and having more than one 
man’s initials on an important action has advantages. But the 


present situation appears to go far beyond legitimate needs on 
these scores. 


Beyond the overlapping of supervisory responsibility, important 
statutory discriminations exist as between the various groups of 
banks. In general, national and state member banks are subject to 
more stringent legal requirements than are non-member banks. For 
example, member banks are required to remit at par on all checks, 
to meet prescribed minimum capital requirements, to maintain 
minimum cash reserves prescribed by the Board, and to restrict 
investments to approved types of securities—all of these require- 
ments are stricter than for non-member banks in most states. 
The provisions of the Clayton Anti-Trust Act against interlocking 
directorates and other monopolistic practices apply to member but 
not to non-member banks. National banks are subject to a variety 
of legal restrictions, e.g., on real estate loans and the exercise of 


trust powers, that apply neither to state member nor to non- 
member banks.? 


Two organizational problems are involved in the present complex 
supervisory structure. One is the state-federal relationship—should 
states continue to charter banks or would an all-inclusive national 
banking system be preferable? While monetary economists and 
central banking experts are virtually unanimous in their support of 
a unified national banking system, the political issue is a bitter one 
of long standing and there is probably no chance of abolition of the 
existing dual state-federal type system short of another major 
crisis such as 1932-33. Action to abolish the dual state-federal 
system is therefore not considered in this paper, though this may 


3 This overlapping set of supervisory responsibilities is a historical accident, 
the product of almost a century of federal banking legislation which has 
included no complete overhauling of supervisory arrangements in spite of 
drastic changes in the national monetary and banking system during that 
period. When the National Banking Act was passed in 1863, following 
several decades of wildcat banking, the intent was to eliminate state banks 
and subject all national banks to the supervision of the newly created 
Comptroller of the Currency. But although state banks nearly vanished 
in the following decade, they later sprang up widely again. When the 
Federal Reserve was created, Federal Reserve supervisory powers and 
responsibilities were superimposed on those of both the Comptroller and of 
the state authorities. In 1933 and 1935, the F.D.I.C. legislation required 
compulsory Federal Reserve membership for all banks receiving federal 
insurance, but the political pressures of the smaller state banks in Con- 
gress, under the banner of “states rights,” succeeded in having the require- 
ment postponed and finally dropped in 1938 before it had become effective. 
Again, F.D.1.C. supervisory powers were superimposed by Congress on 
those of the other authorities. 
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be a practical requisite of the other changes considered. The second 
problem is the relationship of the three federal. supervisory 
agencies. There is no question as to the federal government’s right 
to supervise all banks accepting federal deposit insurance, and the 
exercise of this supervision need not necessarily be vested in the 
insurance agency itself. Thus Congress is free to allocate the 
present federal supervisory authority over all insured banks to any 
one of the three present supervisory agencies or to a new agency if 
it wishes, without in any way infringing upon existing state rights 
and without changing present requirements as to Federal Reserve 
membership. 


II. PRACTICAL OPERATION OF SUPERVISORY ACTIVITIES 


In practice, federal bank supervision operates much more 
efficiently than could be expected from the confused state of statu- 
tory responsibilities. Beyond examination by state authorities, 
banks are generally examined by only one federal agency—national 
banks by the Comptroller, state member banks by the Federal 
Reserve, and insured non-member banks by the F.D.I.C.—as a 
result of co-operative arrangements under which each agency 
accepts the examination reports of the others where jurisdiction 
overlaps. And, as a result of intermittent negotiations among top 
officials, most glaring cases of conflicting regulations and require- 
ments have been softened or eliminated. Actual duplication of staff 
is a relatively minor problem. Small savings might be effectuated 
by elimination of duplication at the Washington and regional staff 
levels, where each agency maintains its own staffs.4 


Nevertheless, diffusion of authority has led to lack of uniformity 
in supervisory policies, to varying interpretations of even agreed 
upon policies, to cases of the banks “playing off” the federal agen- 
cies against one another, and to time-consuming negotiations 
among top supervisory officials in Washington. There has been a 
marked tendency for each of the supervisory agencies to identify 
its interests with those of the banks under its active supervision’ 


*No federal government funds are directly involved. Each supervisory 
agency obtains its funds from the banks supervised, but the banks of course 
obtain a large share of their earnings from interest on federal government 
securities. 

5 This is indicated, in a formal sense, by the positions taken by the different 
agencies on legislation. Advocates of maintaining the present divided sup- 
ervisory authority have made no secret of the fact that the various super- 
visory agencies are looked to as “protectors” of the interests of their 
respective banks. See, e.g., “National Banks Need a Spokesman,” United 
States Investor (February 23, 1946). A former Demy Comptroller of the 
Currency et | to have come close to accepting this position in a fo 

“Independent Supervision of National Banks,” United States Inves- 
tor, (December 29, 1945), especially last paragraphs. 
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The well-known tendencies of bureaucracy to protect one’s own and 
to grow a little are not absent, as is indicated by repeated squabbles 
over alleged efforts of one agency to steal banks from the super- 
visory area of another. The permanence of co-operative agreements 
depends on continuous acquiescence by the agencies involved in the 
absence of statutory controls. Most important, with the present 
divided authority, there is no assurance of prompt, unified action 
in case of another banking crisis. Uncertainty of decision and delay 
in action crucial to the public interest become increasingly likely as 
responsibility and authority are diffused among agencies.® 


At the Washington level, the mechanism of co-ordination is 
through informal discussions among top officials and senior staff 
of the three agencies, and through routine clearance arrangements 
on such matters as examination reports, applications for Federal 
Reserve membership, and circulation of regular statistical bank 
reports. These informal routine arrangements handle the majority 
of matters without serious controversy. There is no evidence in 
recent years, however, of any systematic inter-agency work toward 
more effective co-ordinated bank supervisory policy, and there is 
evidence of only sporadic attempts to develop a common policy in 
relation to the overall post-war monetary and economic situation. 
Washington supervisory officials of all three agencies, apparently 
of the Federal Reserve, F.D.I.C., and Comptroller’s Office in that 
order, have endeavored intermittently to broaden the attitude of 
field examiners to recognize the implications of the business cycle 
for bank management and supervision and of central banking and 
Treasury fiscal policy for the banking situation—but, as noted 
below, without striking success. 


On rare occasions the federal and state bank supervisory agencies 
have formally agreed on statements of supervisory policy. The most 
important of such agreements was reached in 1938, when an 
admittedly outdated but firmly established system of loan classifi- 
cation was modernized, and when stress was placed on “intrinsic 


*For example, federal law prohibits the payment of interest on demand 
deposits by all insured banks, but authority to enforce the law is granted 
to the Federal Reserve for member banks and the F.D.I.C. for insured 
state non-member banks. In practice, this apparently simple prohibition 
has led to ro of continuous and bitter wrangling between the Federal 
Reserve and the F.D.I.C. as to what constitutes payment of interest, s 
cifically as to whether absorption of exchange charges is permissible under 
the law. This disagreement has led to o quarreling in public rege 
sharp denunciations of each other before Congressional committees, 
active solicitation of support from affected commercial banks. The Hear- 
ings of the House and Senate Committees on Banking and Currency on the 
subject in 1944 and 1945, and the Board and F.D.I.C. Annual Report state- 
ments give some indication of the bitterness of this controversy. 
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soundness” rather than “current market value” as the basic test 
to be applied in valuing bank investments for examination pur- 
poses.? This last agreement, which marked a striking advance over 
previous examination practice in the direction of avoiding examin- 
ation pressure to liquidate intrinsically sound assets in time of 
deflation, was widely hailed. The diffusion of federal authority and 
the short tenure of most politically appointed state supervisory 
officials have made the present force of this agreement somewhat 
questionable, though a clarifying amendment on procedure was 
jointly approved in 1949. In 1947, the same group of supervisory 
authorities agreed on a formal statement urging banks to exercise 
restraint in the extension of inflationary loans. But the difficulties 
surrounding the adoption of even such mild agreements indicate 
the problems involved in obtaining prompt, unified supervisory 
policy.9 


In the field, inter-agency working relationships appear to have 
been generally satisfactory, though the closeness of co-operation 
varies widely from district to district and on the whole examineis 
of the various federal agencies see little of each other. Examina- 
tion procedures and attitudes in the field tend to be essentially 
similar for all three agencies. Most examiners tend to view their 
jobs in the fairly narrow light of examining tradition. As one 
Reserve Bank chief examiner has put it, they like and understand 
something they can “get their teeth into” rather than general 
directives as to policy and attitude. As a practical matter efforts 
to broaden the approach and knowledge of examiners to include the 
importance of economy-wide developments for the individual bank 
have moved slowly in all three staffs. It is doubtful that most 
examiners fee] that bank supervision is properly attached in any 
way to governmental counter-cyclical monetary-fiscal policy; their 
attitude on asset valuation in a future depression is uncertain. 


7 The agreement, by the Board of Governors, P.D.LC. 
and the National Association of Supervisors of State Banks, was ublished 
in the Board’s Annual Report for 1938, pp. 89-90. Approval of the 


agree- 
ment did not bind the various supervisors in any | sense, partioninty 
the ae bank supervisors who only regis approval by a general 
resolution. 


8 Federal Reserve Bulletin, (December 1947), p. 1465. 


®9In case of inability to reach agreement on policy or operating issues, there 
is no established channel of adjudication. There appear to have been few 
cases in which issues were taken to the President, partly because both the 
F.D.L.C. and the Federal Reserve consider themselves “quasi-independent” 
agencies. As a result many differences & unsettled for long periods of 
time, and ultimately their submission to Congress for resolution has some- 
times been required. The conflict over absorption of exchange charges is 
the outstanding recent example. 
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III. RESISTANCE TO SIMPLIFICATION AND CONSOLIDATION 


While the arguments against consolidation of federal supervisory 
agencies are seldom stated so impolitely, in substance they amount 
to the following: 


1. The present system, while admittedly overlapping and cum- 
bersome, works pretty well and seldom produces violent open 
clashes, so why upset things by a move toward consolidation? 


2. The issue is a political hot potato. While states rights are not 
actually involved in a mere reorganization of federal supervision, 
any change will be viewed with suspicion by the ardent states 
rights advocates, who will suspect an impending encroachment on 
state chartering and state supervision. 


3. Most bankers like the present system. Its divided authority 
inhibits the exercise of vigorous supervisory restraint by any one 
agency, since its banks are legally free to shift to another’s juris- 
diction. Moreover, each agency views itself to an important extent 
as the advocate and protector of its group of banks on legislative 
and administrative matters. Bank supervisors are, in effect, in 
many respects similar to trade association officers in other indus- 
tries enforcing association rules and moves.1° 


4. We need numerous checks and balances in the federal govern- 
ment’s bank supervisory structure to prevent too much concentra- 
tion of power in any one place. 


Close examination reveals little substance in these arguments, 
except the very important consideration of political expediency. 
First, while the present system works reasonably well in “normal” 
periods, it is somewhat inefficient and overlapping even then. 
Second and most important, the difficulty of obtaining policy 
uniformity in “normal” times presages indecision and confusion in 
event of another banking crisis. Third, federal government main- 
tenance of three bank supervisory agencies which view themselves 
to a marked extent as protectors of the supervised banks against 
the other supervisors and vie for commercial bank favor can hardly 
be defended. Fourth, while checks and balances in government are 
highly commendable, the principle can easily be carried to an 


10 Thus the government in effect supports bank cartelization by mgm | 
admission of new units, by restricting competition for deposits throug 
payment of interest on deposits, etc. This is in contrast to our govern- 
mental approach to many other businesses through anti-trust and F.T.C. 
activities, but is in —- with many other government restrictions on com- 
petition such as the Mi 
duction controls. 


iller-Tydings Act, and agricultural price and pro- 
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indefensible extreme in any supervisory field. The same legislative- 
judicial-administrative checks and balances work in the bank 
supervisory field as in other government supervision without any 
special need for multiplication of authorities. What is involved 
here is merely a multiplication of authorities within the adminis- 
trative branch. Few persons would advocate three separate federal 
Securities and Exchange Commissions, with corporations free to 
select the one to which they preferred to submit security issues for 
registration, or three Interstate Commerce Commissions. The very 
purpose of supervision is undermined by conditions conducive to 
competition among overlapping supervisors. 


IV. THE CASE FOR CONSOLIDATION 


The case for consolidation and simplification in federal bank 
supervision rests primarily on the need for uniformity of policy, 
for more effective awareness of supervisory-monetary policy rela- 
tionships, and for supervisory arrangements that will be prepared 
for quick, unified policy determination in event of another banking 
crisis; not on personnel and direct dollar savings.11 In a field 
where actual operations are so scattered and so dependent on 
thousands of individual examiners’ decisions and where “policy” 
has so little meaning outside these quasi-independent examiners’ 
judgments, assessment of varying agency supervisory policies is 
inevitably difficult and imprecise. On the limited, tenuous evidence 
available, it is my impression that marked policy (or attitude) 
differences do exist among the three federal agencies at the Wash- 
ington level, though other investigators might find no significant 
differences. As I assess the evidence, the F.D.I.C. is primarily 
concerned with protection of depositors and of the insurance fund, 
and with “working out” banks which are in financial distress or 
have actually closed; this is combined with a sharp awareness of 
the problem of supervisory-monetary policy relations, but a skepti- 
cism that bank examination is a proper tool of monetary policy. 
The Comptroller has apparently viewed supervision rather more as 
a job of enforcing the applicable statutes and regulations and of 
insisting on “sound” banking practices, in a relatively traditional 


11 There are some physical inefficiencies and waste in the present three-way 
federal system, but these are relatively minor. Consolidation of legal and 
research staffs would yield better results with fewer employees, and con- 
solidation of examinations would reduce somewhat the number of head 
office and field office examination personnel required, in part through 
reducing the time now spent on inter-agency co-ordination and negotiation. 
But if the present system worked well on policy formation and execution, 
these inefficiences would provide a relatively weak case for change. 


BANK SUPERVISION, MONETARY POLICY 279 


attitude. The Federal Reserve, whose largest responsibility is 
credit policy and the maintenance of overall economic stability, 
places more emphasis on the need for supervisory policies in keep- 
ing with the general business situation, at least in the intent of its 
top Washington officials; the Board insists in its policy statements 
that examination procedures should not counteract government 
monetary policies aimed at mitigating economic instability and 
where possible should be geared to reinforce counter-cyclical credit 
policy. 

But these differences in top-level policy outlook, in so far as they 
do exist, are in fact only slightly evident in practical supervisory 
practices during “normal” periods. Control by central policy- 
makers over day-to-day activities of examiners in the field is loose, 
and the Federal Reserve’s announced supervisory policies appear to 
eventuate in pretty much the same examination policies as those of 
other agencies’ examiners. And the Federal Reserve has had no 
monopoly on forward-looking supervisory moves. During the late 
1930’s, for example, it seems clear that the path-breaking work 
toward re-examining supervisory objectives and methods was 
pressed mainly by the F.D.I.C. 


It is by no means clear that bank supervision (mainly examina- 
tion) either should or can be an effective adjunct to credit policy in 
inducing bankers to expand or reduce their loans and investments. 
Past efforts at “direct pressure” have not been convincing, and 
there is some danger that excessive preoccupation with counter- 
cyclical objectives would inhibit or even preclude effective exercise 
of the more traditional individual bank risk restriction aspects of 
examinations. But the disastrous consequences of deflation-rein- 
forcing examination policies are clear; if bank examination policies 
cannot help mitigate business cycles, they can indubitably intensify 
deflation. 


It is essential that deflationary supervisory pressure be avoided 
in depression periods. Between 1929 and 1933, examiners’ pres- 
sures on banks to liquidate “slow“ and “doubtful” loans and invest- 
ments intensified the general financial liquidation that was the core 
of the downward spiral. Thus the well-meaning efforts of the 
examiners to protect bank depositors and stockholders were a pow- 
erful force toward bank failures which deeply injured the very 
people that examinations were aimed to protect, and toward deep- 
ening the depression that every group in society sought to avoid. 
The most important characteristic of sound supervisory policy is 
that its impact on the banking system and the economy as a whole 
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be salutory, rather than considering only each individual bank in 
isolation as has been unfortunately customary among examiners.12 


In the last analysis, even the present three-way federal super- 
visory arrangements would probably work satisfactorily if the 
government (in effect, Congress, or the President together with 
the Treasury and the Federal Reserve, for this purpose) would 
agree on and adopt firmly a monetary policy assuring liquidity to 
the economy in the event of strong deflationary pressure. It is the 
sound monetary-fiscal policy that is crucial. Sympathetic bank 
supervisory policy, protecting against intensification of deflation, 
could undoubtedly be “sold” to the federal authorities concerned 
under those circumstances. The basic need is for Congress to pro- 
vide either clear-cut monetary and supervisory directives or more 
effective means to assure adoption of sound government overall 
economic (here monetary-fiscal) policies;13 if this is done bank 
supervisory administrative arrangements become relatively unim- 
portant. 

V. LOCATION OF SUPERVISORY RESPONSIBILITY 


Enforcement of applicable well-defined statutes and regulations 
can be accomplished as well by one of the three agencies as another. 
Nor does any one agency appear better fitted than the others to 
carry forward the development of “sound” banking practices. The 
critical question in considering the best location for consolidated 
federal bank supervisory responsibility is that of wise policy 
formation and effective policy execution, recognizing the funda- 
mental objectives of supervision in relation to both the individual 
bank and the problem of overall economic stabilization. 


The crucial importance of avoiding examination policies which 
contribute to economic instability suggests allocation of the super- 
visory function to the Federal Reserve, which has a direct responsi- 
bility for promoting economic stability and which seems most likely 
to consider fully the impact of supervisory policies on this responsi- 
bility.14 This conclusion is strengthened by the fact that the Fed- 
eral Reserve will in any case have a regional system of banks and 
branches that can serve as a system of supervisory operations. The 
For a careful, suggestive analysis of the whole problem of for 

financial institutions, in relation to the problem of economic instability, 


see Homer Jones, “The Flow of Savings,” Journal of Finance (October, 
1948, and March, 1949). 


13 For a more complete ee of this problem, see G. L. Bach, “The Federal 
Reserve and ey olicy Formation,” American Economic Review 
(December, 1949) 

14 On the other waar one should not forget that the Comptroller is “in” the 
Treasury which also has a strong responsibility for economic stabilization. 
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Reserve Board will also necessarily make many of the regulations 
which examinations must enforce. Exercise of supervisory powers 
fits in closely with Federal Reserve programs of banker-business 
“education” on credit policy issues. This case rests not on superior 
Federal Reserve supervisory performance to date (for there is 
little to choose among the three agencies), but on the fact that the 
basic policy responsibilities of the Federal Reserve are probably 
most conducive to adoption of salutory supervisory policies. 


The possible objections to Federal Reserve supervisory responsi- 
bility are three. Some observers fear that the Reserve authorities 
may subordinate supervisory standards to the dictates of credit 
policy, thereby losing the more orthodox benefits of careful bank 
supervision. Others suggest that the Reserve authorities’ time 
should be completely free for credit policy decisions, and that any 
other functions should be placed elsewhere. Third, as a practical 
operating matter, Federal Reserve Board policy sometimes appears 
to be carried somewhat less effectively into actual field examination 
use than are the central policies of the other two agencies because 
of the high degree of decentralization characteristic of Reserve 
Bank examination officials and staffs. 


A reasonably good case can also be made for either the F.D.L.C. 
or the Comptroller as the sole supervisory agency. But in neither 
would the agency’s basic responsibilities probably conduce as 
strongly toward supervisory policy decisions geared to avoid inten- 
sifying overall economic instability, and there are important posi- 
tive objections to both. Consolidation of supervisory authority in 
either would involve maintenance of a second major federal bank- 
ing agency alongside the Federal Reserve. Moreover, relative to 
the Federal Reserve, with both there might be a serious danger 
that inadequate attention may be paid to “inherent worth” as the 
controlling valuation principle for bank assets in times of reces- 
sion; this seems particularly possible in the F.D.1.C. because of its 
natural desire to “protect the insurance fund,” though there is no 
necessary reason this would be the case. A strong practical objec- 
tion to the Comptroller’s Office is that it has traditionally super- 
vised only national banks, and any move to place it over state banks 
would undoubtedly face bitter states rights resistance. Moreover, 
traditionally the Comptroller has, technically at least, been quasi- 
independent of the Secretary of the Treasury who is the Treasury 
official with broad responsibilities to combat economic stability. 


Establishment of a new banking-monetary-debt-management 
office in the Treasury, operating under an assistant or under-secre- 
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tary and charged with all federal bank supervision as well as with 
all the other present Treasury banking, debt management, and 
monetary functions, would present perhaps the strongest alterna- 
tive to centralization of supervision in the Federal Reserve. The 
choice here should depend in part at least on the outcome of the 
current reconsideration of the allocation of general monetary- 


credit responsibilities between the Federal Reserve and the 
Treasury. 


Consolidation of federal bank supervisory powers is clearly 
desirable, though it is of crucial importance only in'case serious 
banking crises lay ahead. On balance, of the present agencies the 
Federal Reserve seems to me to provide the best center for consoli- 
dation. Any such consolidation, however, should involve a real con- 
solidation of the best personnel of the three present agencies. 


VI. DEPOSIT INSURANCE, BANK SUPERVISION, AND 
MONETARY POLICY 


The intimate relationship between federal deposit insurance and 
Federal Reserve credit policy strengthens the case for consolidation 
of supervisory authority over all insured banks in the Federal 
Reserve. The success of deposit insurance hinges on the prevention 
of most bank failures, not the payment of depositors after failure. 
Deposit insurance provides safety from loss primarily through 
public confidence in “government guaranty” of deposits, rather 
than through the technical ability of the insurance fund to cover 
losses. While deposit insurance has made a major contribution to 
economic stability by lessening the likelihood of severe bank 
“runs,” in a major crisis it is only the Federal Reserve that can 
save the banks by advancing the cash needed to meet mass with- 
drawals, i.e., by providing quick liquidity for sound but temporarily 
frozen bank assets. Federal Reserve failure to provide liquidity 
would permit enormous drains on the deposit insurance fund that 
could easily force it into bankruptcy unless rescued by the govern- 
ment. With adequate Federal Reserve policy, the F.D.I.C. need 
worry only about bailing out individual banks whose assets are par- 
ticularly weak or runs extraordinarily severe. 


Realistically viewed, therefore, the purely insurance function of 
the F.D.I.C. is limited to possible failures of individual banks. 
Even here, provision of operating liquidity by the Federal Reserve 
and the F.D.1.C. have essentially displaced regular insurance pro- 
cedures. Weak banks are now almost invariably merged with or 
absorbed by other banks rather than to permit the community dis- 
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ruption associated with bank failure. In such mergers, the F.D.I.C. 
typically provides liquidity by purchasing the weak assets or other- 
wise advancing funds where necessary; as with Federal Reserve 
depression-period purchase or lending on weak assets, many of 
these funds are recouped later through subsequent disposal of the 
weak assets. Thus the line between Federal Reserve provision of 
liquidity for the entire banking system and F.D.I.C. liquidity for 
individual banks is far from sharp. 


Seen in this fundamental sense, the present F.D.I.C. insurance 
function is essentially only to collect insurance assessments and to 
“work out” those banks which get into financial difficulties, sup- 
ported by examination of non-member insured banks and review of 
the examination reports of the other two federal supervisory 
agencies. Responsibility for the liquidity and continuous operation 
of the banking system as a whole rests ultimately with the Federal 
Reserve. Federal Reserve credit policy plays a far larger role in 
the protection of depositors’ funds than can the deposit insurance 
fund per se, even though technically only half the country’s banks 
are members of the Federal Reserve as contrasted to 90 per cent 
in the F.D.I.C.15 Under these circumstances, consolidation of bank 
supervisory and “liquidation” functions in the Federal Reserve 
would be logical and realistic. Credit policy, maintenance of 
liquidity for the entire banking system, bank supervision, and 
“liquidation” (maintenance of liquidity) of individual banks facing 
closure shade almost imperceptibly into one another. Their separa- 
tion among different agencies is arbitrary and inefficient. While 
the “insurance fund” should of course remain separate from Fed- 
eral Reserve credit policy operations, its status would be, as it is 
now as a practical matter on investment decisions, essentially that 


15 Because of this fact, as well as for numerous other reasons, there would 
be a great advantage in compulsory Federal Reserve membership for all 
insured banks, as was provided by the F.D.I.C. Acts adopted by Congress 
in 1933 and 1935. This step would both increase the effectiveness of con- 
solidated federal bank supervision and facilitate implementation of the 
government’s monetary policies. At present higher reserve requirements 
or supervisory restrictions on member banks must always face the danger 
of driving banks out of system membership. At present about 85 per cent 
of all insured deposits are held by Federal Reserve member banks, so com- 
pulsory membership would affect only about 15 per cent of total deposits 
but several thousand individual banks. But the monetary control advan- 
tages of standard reserve requirements could be obtained by applying 
them to all insured banks as a condition of obtaining insurance, while 
leaving Federal Reserve membership optional as now for state banks. 
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of a Treasury trust fund, comparable to the Social Security trust 
funds, set aside for future beneficiaries.16 


VII. THE PROBLEM OF BANK LIQUIDATION 


At first glance, the case for unifying the function of liquidating 
closed banks with the rest of bank supervision seems obvious. On 
the other hand, a reasonable argument can be made that liquidation 
might be most effectively handled by the agency whose funds are 
at stake, namely the F.D.I.C. or the trust handling the insurance 
funds. But there are serious objections to this arrangement. An 
F.D.LC. or Trust reduced to solely insurance operations would be 
ill-prepared to handle extensive liquidation activities. Second, bank 
liquidation has become largely the job of preventing failures 
through merger or purchase of assets, rather than of liquidating 
assets after banks have closed. Thus the closest working liaison 
between bank “supervisors” and “liquidators” is essential in 
handling seriously weakened banks. Third, liquidation is ordinarily 
a minor function that requires only a small staff. The small staff 
required for ordinary liquidation work would be grossly inadequate 
in case a serious crisis should arise again. By combining super- 
vision and liquidation in the same agency, flexibility between the 
staffs could obviate the necessity for a substantial standby liquida- 
tion staff at the same time that it assured intimate co-operation 
between supervisory and liquidation activities. 


On balance, consolidation of liquidation with other supervisory 
activities in the Federal Reserve, or in a new expanded Treasury 
banking-monetary unit, seems to me preferable. Here, as with 
examinations, the need to avoid measures that will intensify overall 
economic instability should receive careful consideration. Endeav- 
ors to liquidate assets of closed banks in periods of low income and 
employment can only make things worse for everyone concerned. 
Liquidation of any substantial volume of frozen assets cannot avoid 
having important effects on national income, employment, and 
prices. The agency charged with liquidation responsibilities should 


16 While the insurance fund might logically be made merely a trust fund in 
the Treasury, its somewhat special status and potential liability to com- 
plex lawsuits over the rights of different creditors in closed banks may 

rovide justification for maintaining it as a Lg my. separate Federal 
Beneait nsurance Fund, or Corporation, governed by a board of trustees 
or a board of directors. In this case, the governing board might appro- 

riately consist of the Secretary of the Treasury, the Chairman of the 

ederal Reserve Board, and possibly one full-time member appointed by 
the President to be executive director of the Insurance Fund or Corpora- 
tion, if there were enough work for a full-time major executive. 
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be keenly aware of the need for counter-cyclical exercise of this 
authority. 


Still more fundamentally, the question can be raised whether all 
(domestic) liquidation activities of the government (housing, vet- 
erans’ loans, banking etc.,) should be consolidated in one agency. 
If, as is unfortunately possible, the government ever takes over in 
some future recession a large volume of assets (houses, businesses, 
agricultural commodities, etc.) on which it has advanced or guar- 
anteed credit, the impact of liquidation policy on the economy may 
be enormous. Complete consolidation of liquidation responsibility 
is not practical now; probably it never will be because of the 
important links between operating and liquidation responsibilities 
in the various fields of housing, agriculture, banking, etc. But the 
need to assure that liquidation policies are at least reasonably con- 
sistent with counter-cyclical considerations clearly calls for co-ordi- 
nated policy-making and might be construed to point toward mov- 
ing individual liquidation functions to some central point (prob- 
ably the Treasury) as possibilities arise from area to area. 
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THE INVESTMENT ADVISERS ACT OF 1940 


H. LAWRENCE WILSEY 
University of Southern California 


Since the period of the industrial revolution in the United States 
the trend of business organization has been progressively toward a 
corporate system characterized by centralized control and decen- 
tralized ownership. No longer is the investor the entrepreneur. 
The investor of today is typically an individual who purchases a 
complexly drawn security contract in a corporation in which he 
has no effective managerial voice and about which he lacks com- 
plete information. The end result of these three conditions—grow- 
ing division between ownership and management, lack of knowl- 
edge about corporate affairs, and lack of understanding of the com- 
plex and technically worded clauses in securities—has been the 
placing of the individual investor in a position of not being able to 
evaluate properly the alternatives available to him. In all too many 
cases savings have been diverted from potentially superior invest- 
ments toward far inferior ones due to the lack of information on 
the part of the investor. Far too frequently the investor has pur- 
chased an appealing security that does not at all meet the needs of 
his own investment program due to lack of information and judg- 
ment. 


To overcome the difficulties of investing in the complex financial 
world of the twentieth century various steps have been taken by 
members of the financial world to make available advice and infor- 
mation to the public. These steps were, of course, first taken by 
the existing institutions, such as securities brokers and dealers. 
While these activities, in the majority of cases, were undoubtedly 
of aid to the investor, it was soon found that all too frequently the 
privileged position held by the firm that acted both as adviser and 
supplier was abused. In numerous cases financial houses, especially 
while acting in the capacity of a dealer, would offer advice designed 
more to aid the sale of the securities in which they had particular 
interests rather than suggest the securities that would best suit the 
needs of the investor. As a consequence of the need for trained 
assistance and for unbiased aid there came into existence firms and 
individuals who specialize in advising investors as to their invest- 
ment policies. 


Scudder, Stevens, and Clark was the first of the major companies 
to be organized for the exclusive purpose of selling advice rather 
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than securities. Following the first World War the new profession 
spread rapidly, principally in the financial centers of New York 
and Boston, and soon became an integral part of American invest- 
ment machinery. The basic principles laid down by the pioneer 
firm were followed by nearly all that later entered the field. These 
basic practices included: (1) a refusal on the part of the firms to 
handle the securities themselves, (2) the placing of orders for 
customers’ accounts with brokers or dealers, (3) charging for ser- 
vices rendered on the basis of capital value of the funds rather 
than upon turnover or capital appreciation, and (4) a requirement 
that the customer must agree to follow every recommendation to 
the letter for a period of at least one year!. 


As was true in all areas of the financial community, the majority 
of the firms that specialized in the sale of their advisory services 
operated on an ethical basis with the good of their client always 
in mind. However, as was also true in other areas of the financial 
industry, there developed a number of abuses in the 1920’s that 
were brought to light by the financial stress of 1929 and the early 


1930's. 


HISTORY OF THE ACT OF 1940 


The first step toward regulation was taken when the Securities 
and Exchange Commission supplemented its investigation of in- 
vestment companies and investment trusts by instituting a more 
limited and less intensive study of investment counsel, manage- 
ment, supervisory, and advisory services. With the passage of the 
Public Utility Holding Company Act of 1935 the Securities and Ex- 
change Commission was directed? to make a study both of invest- 
ment trusts and investment companies. During the four years of 
study the Commission included investigations concerning the 
closely allied investment advisers and their activities. 


In the investigation every possible source of information was 
canvassed and the existence of 394 investment counselors was 
ascertained. It was found that while the majority of these appar- 
ently followed professional practices in keeping with the Scudder, 
Stevens, and Clark standards, regulation went little beyond that 
imposed by the firms themselves. While a few states were found 
to require registration with the state agency in charge of the secur- 

1 Shaw Livermore, Investments, Principles and Analysis, (Chicago: Business 

Publications, Inc., 1938), pp. 118-20. 

2 House Document 477, 76th Congress, 2d Session. 
3 Section 30. 


4 California, Connecticut, Michigan, New Hampshire, and Rhode Island. 
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ities business, the majority of states relied upon their fraud 
statutes rather than imposed any requirements that would assure 
competency or improved professional conduct. 


As the result of the investigation, which included meetings with 
members of the industry itself, field investigations, and public 
hearings, a bill agreeable to both the Securities and Exchange Com- 
mission and a majority of the investment advisers consulted was 
introduced into the Senate and House of Representatives. After 
extensive hearings5 and favorable reports by the committees of 
both houses, the bill was passed without opposition by the House on 
August 1, 1940, and by the Senate a week later. The Investment 
Advisers Act of 1940, along with the Investment Company Act of 
1940, was signed by President Roosevelt on August 22, 1940. In 
his statement, he said: “These Acts give the Securities and 
Exchange Commission power to regulate investment trusts and 
investment counselors. They mark another milestone in this 
Administration’s vigorous program—begun in 1933 and supple- 
mented in 1934, 1935, 1938 and again in 1939—to protect the 
investor.”’6 


PROVISIONS OF THE ACT 


The Act, as passed to become effective on November 1, 1940, 
requires that all investment advisers, as defined by the Act, shall 
register with the Securities and Exchange Commission. Registra- 
tion is required of all individuals, partnerships, corporations, or 
other forms of organization which engage in the business of advis- 
ing others, for compensation, either directly or through publica- 
tions or writing, as to the value of securities or as to the advis- 
ability of investing in, buying, or selling securities, or who for 
compensation and as part of a regular business disseminate 
analyses or reports concerning securities. However, the Act 
exempts from registration newspapers, magazines, and financial 
publications of general and regular circulation; brokers and dealers 
whose investment advice is given solely as an incident of their reg- 
ular business for which no special fee is charged; banks; certain 
bank holding company affiliates; individuals or organizations 
which give advice solely with reference to securities issued or guar- 
anteed by the United States or corporations in which it is inter- 
ested. Also exempted are lawyers, accountants, engineers, and 


5 Published as Hearings before a Subcommittee of the Committee on Inter- 
state and Foreign Commerce, House of Representatives, Seventy-Sixth 
Congress, 3d session, on H.R. 10065, June 13, 14, 1940. 


6 Commercial and Financial Chronicle, August 31, 1940, p. 1211. 
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teachers whose investment advice, if any, is furnished solely inci- 
dental to the practice of their professions. In addition, exemption 
is granted individuals or organizations which act as investment 
advisers solely for investment and insurance companies; advisers, 
all of whose clients are residents of the state in which they do busi- 
ness, provided no advice is given with respect to securities traded 
on national securities exchanges; and advisers who in any one year 
have less than fifteen clients. 


Information required at the time of registration includes: (1) 
name and form of business organization; (2) state in which the 
business will operate; (3) location of principal business office and 
branch offices; (4) names and addresses of partners, officers, 
directors, and all persons performing similar functions; (5) num- 
ber of employees; (6) the education and business affiliations for 
the past ten years as well as the present affiliations of the adviser 
and his associates; (7) the nature of the adviser’s business, includ- 
ing the manner of giving advice and rendering analyses of reports; 
(8) the basis for computation of adviser’s compensation; (9) the 
nature and scope of authority with respect to client’s funds and 
accounts; (10) whether the adviser or his affiliates have been con- 
victed of a felony within the past ten years; and finally (11) a 
statement as to whether the adviser is engaged primarily in the 
business of rendering supervisory service. Subsequent to registra- 
tion, reports need to be filed only to keep the basic information 
current. 


From this listing it can be seen that the Commission’s duties 
with respect to registration of advisers are quite similar to its 
duties under the Securities Exchange Act of 1934 relating to regis- 
tration of over-the-counter brokers and dealers. The disclosures 
from investment advisers are somewhat broader, however, in the 
requirement that they disclose information concerning their educa- 
tion and information concerning all of their business affiliations 
during the preceding ten years. These added requirements appar- 
ently recognize that professional qualifications in the form of edu- 
cation and experience, although not in themselves a prerequisite to 
registration, may be of material importance to investors who seek 
the services of investment advisers. The requirement that such 
information should be available in a public record follows the gen- 
eral disclosure philosophy that underlies the other acts adminis- 
tered by the Securities and Exchange Commission. 


A denial of registration, and consequently an effective denial of 
the right to function as an investment adviser, can be made to any 
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person who (1) knowingly makes a false statement in registration, 
(2) has been convicted of a crime related to the securities business 
within ten years, or (3) has been enjoined by any court from par- 
ticipating in the securities business. No barriers in addition to 
these are set up to prevent anyone from engaging in an investment 
advisory business. The Commission makes no attempt to give pro- 
fessional examinations or otherwise to pass on the professional 
qualifications of the registrant. 


The contracts drawn up between the adviser and his client are 
controlled to a certain extent, however. The contract (1) must not 
provide for compensation of the adviser on the basis of capital 
gains, (2) must provide that no assignment of the contract shall be 
made by the adviser without the consent of all the parties con- 
cerned, and (3) must provide for notification by the adviser of 
changes in the organization of the firm, if a partnership. 


Specific transactions prohibited the investment adviser are: (1) 
any involving fraud, (2) acting as a principal for his own account 
or as a broker for a person other than a client without the knowl- 
edge and consent of the client, (3) making of material misleading 
statements, (4) representing himself as approved by any govern- 
ment agency, or (5) the use of the name “investment counsel” as 
descriptive of the business unless it is his primary business. 


All in all, it must be said that the restraints imposed by the Act 
are far less severe than anticipated by some of the more pessimistic 
members of the financial community at the time of the Congres- 
sional hearings on the bill. They certainly impose no more 
restrictive conditions than did the standards set by Scudder, 
Stevens, and Clark for themselves years earlier. 


ADMINISTRATION OF THE ACT 


Immediately upon the Act becoming effective the Securities and 
Exchange Commission began registration of investment advisers. 
On November 1, 1940, the Securities and Exchange Commission 
registered 605 investment advisers. Since that time the registra- 
tion has grown gradually to where there are now about 1,100 reg- 
istered advisers. New York City has the largest representation, 
with the other exchange cities such as Boston, Philadelphia, Chi- 
cago, and Los Angeles well represented. 


By far the largest number of registered advisers operate as sole 
proprietorships, with the corporate and partnership forms 
approaching equality in numbers. 
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In addition to registration the administrative duties of the Com- 
mission have been largely limited to rendering opinions regarding 
problems encountered in interpretation of the Act. The majority 
of these opinions have been summarized and issued in the form of 
public announcements to enable those engaged in the investment 
business to see their status under the Act more clearly. Frequent 
hearings have been held to ascertain whether or not specific firms 
are investment advisers within the meaning of the Act and subject 
to registration. 

ENFORCEMENT OF THE ACT 


By provision of the Act the Securities and Exchange Commis- 
sion is granted authority to investigate when it appears that any 
of the provisions of the Act have been violated or are about to be 
violated. If violations of law are established by the investigation, 
the Commission may set punitive machinery into motion. In addi- 
tion, it may also seek to enjoin violations through court action and 
under specific circumstances it may revoke or deny registration. 
To date, the exercise of this power of investigation has resulted in 
actions against a number of investment advisers. 


A few brief examples will probably best serve to illustrate the 
nature of the violations encountered and the actions taken by the 
Securities and Exchange Commission. 


In two cases registration has been denied or revoked on the basis 
of state court injunctions that prohibited the adviser from engag- 
ing in the securities business. The first of these occurred in 1941 
when the Commission held public hearings that resulted in a denial 
of registration of George C. Crowder, doing business as the 
Investors Information Company. The Commission files show that 
Crowder filed an application for registration on January 2, 1941. 
On the previous April 18 a limited consent decree had been entered 
in the New York Supreme Court enjoining him from engaging in 
certain fraudulent acts and practices in connection with the pur- 
chase and sale of securities. Considering the facts, the Commission 
deemed it necessary for the protection of investors that public 
proceedings be instituted to determine whether it would be in the 
public interest to deny the application for registration. Thereupon 
the hearings were called and Crowder was served notice to appear. 
In reviewing the investigation carried on by the attorney general 
of New York that brought about the decree of the New York court, 
it was found that his customers in the studied transactions were 
elderly people of modest means, having little or no knowledge of 
securities and investments. Most of the transactions carried out 
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for them appeared to have been effected at prices substantially out 
of line with the prevailing prices of securities being sold and at 
prices that represented a very high percentage of profit for 
Crowder. In view of the character of the transactions which were 
the basis for the injunction decree, the Commission deemed that it 
was in the public interest to deny registration to Crowder and the 


Investors Information Company. An order to that effect was pub- 
lished on March 27, 1941.7 


Similarly, the registration of William E. Housel and the 
Petroleum Information Service, Inc., was revoked after an injunc- 
tion was entered by the same court against him for violation of 
state securities regulations embodied in the Martin Act. The cor- 
poration had been registered with the Commission as an invest- 
ment adviser since December 5, 1940. Housel was president, a 
director, and controlled the firm. On March 26, 1942, the Commis- 
sion found that Housel had wilfully violated both the Securities 
Act of 1933 and the Securities Exchange Act of 1934. It further 
appeared that the corporation had been dissolved and was no 
longer engaged in business as an investment adviser. Because of 
the nature of the injunction issued by the New York court and in 
the absence of any mitigating circumstances, the Commission found 
it to be in the public interest to revoke the registration both as an 
investment adviser and as an over-the-counter broker and dealer. 


In the third case, Frances J. Lubbe, of Quincy, Illinois, was found 
by the Commission to have been permanently enjoined by decree 
of the District Court of the Southern District of Illinois, entered on 
March 13, 1943, from “engaging in or continuing certain conduct 
and practices in connection with her activities as an investment 
adviser and in connection with the purchase and sale of securities.” 


The Commission also found that she had made untrue statements 
of material facts in her registration application and reports filed 
under the Investment Advisers Act and wilfully omitted to state 
material facts that are required to be stated. 


In view of these proceedings, her previous enjoinment, and 
admission of all the facts presented, the Commission revoked her 
registration as an investment adviser. 


However, in the matter of Harold Alton Meyer, doing business 

as Meyer and Company, the Commission’s decision was quite dif- 

7 Press Releases of the Securities and Exchange Commission on the Invest- 
ment Advisers of 1940. 


8 Ibid., Nos. 34 and 35. 
® Ibid., No. 37. 
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ferent from those given in the three preceding cases. On Meyer’s 
application for registration he stated that he had been convicted 
on June 22, 1932, of a felony in connection with his activities as a 
broker and dealer by the Supreme Court of Massachusetts and that 
he had been permanently enjoined by a decree of the District Court 
of the United States for the District of Massachusetts from engag- 
ing in and continuing acts and practices in connection with the 
sale of securities. 


The Securities and Exchange Commission investigated the pro- 
ceedings of the Superior Court. It was found that the action had 
been brought in connection with a misappropriation of securities 
of a value of some $1,200 while Meyer had been acting as a broker 
and dealer. There seemed to have been some extenuating circum- 
stances and therefore the Court did not sentence him, but placed 
him on probation on the condition that he repay the customer 
whose bonds he had appropriated. In January, 1936, when com- 
plete restitution had been made Meyer was dismissed from proba- 
tion. Moreover, when Meyer filed an application for registration 
with the Securities and Exchange Commission as a broker and 
dealer, he disclosed the criminal proceedings against him and after 
a hearing and inquiry into the circumstances of the conviction, the 
recommendation of the trial examiner was adopted and his regis- 
tration was permitted to become effective on January 1, 1936. 


In 1937 Meyer became insolvent and was enjoined from acting as 
a broker or dealer while insolvent or from engaging in any other 
practice which might operate as a fraud on his customers. Since 
the date of that injunction Meyer acted as an investment adviser, 
but not as a broker or dealer. Several witnesses called by Meyer 
on his behalf testified as to his reputation for good character. 
Meyer furnished a list of his customers to the Securities and Ex- 
change Commission and none of the customers interviewed had 
any complaints to make with regard to his conduct. Meyer’s appli- 
cation stated that he does not accept custody of his clients’ funds 
or securities, or hold discretionary powers with respect to their 
accounts. His charges are on a percentage of the market value of 
his clients’ portfolios. 


After considering all these circumstances the Securities and 
Exchange Commission did not feel that it would be in the public 
interest to deny registration. This decision was, for a large part, 
. based on the fact that he did not propose to accept custody of 
clients’ funds, but would confine his services to rendering of advice 
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on investments alone. The proceedings were dismissed and his 
registration permitted to become effective 1°. 


To date a number of apparent violations of a fraudulent nature 
have also been brought to light by Commission investigations. The 
first of these proceedings was brought against F. W. Dyer, doing 
business as the Empire Service Company in Denver, Colorado. In 
its complaint the Commission charged that Dyer engaged in trans- 
actions, practices, and courses of business that operated as a fraud 
and deceit upon his clients and proposed clients. The complaint 
alleged, among other things, that Dyer represented that his ad- 
visory service was based upon a formula which was scientific, 
mathematical, and mechanical, and that success of trading did not 
depend upon human judgment, but upon market changes which 
were determined by a secret known only to him. As a matter of 
fact, according to the complaint, Dyer’s service was not dependent 
upon any formula except to the extent that he purported to follow 
a market charting service which did no more than attempt to in- 
dicate the trend of the market and was available to the general 
public. 


At the hearing held by the Commission, Dyer further admitted 
that in the conduct of his business as an investment adviser he: 
(1) misrepresented the nature of his advisory service; (2) offered 
to make good any losses sustained by his client when he was un- 
able to carry out such an offer; (3) accepted clients’ funds for the 
purchase of securities and represented that the securities had been 
purchased when they had not; (4) converted to his own use and 
benefit the money sent him by clients for the purchase of securities ; 
(5) represented that clients’ funds were used in purchasing securi- 
ties and paying charges and failing to account for remaining 
balances; and (6) converted remaining balances to his own use 
and benefit. 


The Commission also found that Dyer had been enjoined by an 
order of the United States District Court for the District of 
Colorado on January 3, 1942, from engaging.jn the conduct and 
practices in connection with his business as amTnvestment adviser 
and in connection with the purchase and sale of securities. Con- 
sequently, on the basis of its findings, Dyer’s admissions, and the 
District Court’s injunction, the Securities and Exchange Commis- 
sion revoked his registration as an investment adviser on February 
28, 194211. 


10 Tbid., Nos. 3, 7, 12. 
1! Jbid., Nos. 24, 25, 26, 28. 
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In proceedings brought by the Commission against the Invest- 
ment Registry of America, Incorporated, both its registration as 
a broker-dealer and as an investment adviser were revoked. In 
addition to the frauds charged in violation of the other securities 
acts it was found that in the business of advising many of the 
customers had agreed to pay the firm a fee for its selection of 
securities for their portfolies. The fee was generally 5 per cent of 
the purchase price. The firm, however, by taking secret and un- 
authorized profits, made charges to these customers as high as 
9 per cent, concealing these excessive charges by placing on its 
confirmation slips the phrase, “Includes I.R.A. charges,” a device 
held by the Securities and Exchange Commission to be plainly 
misleading and obscure. The firm’s application for registration as 
an investment adviser stated that it gave unbiased investment 
advice to clients and that its contracts provided for a maximum 
fee of 5 per cent for the selection of securities, representations 
that in view of the investigation were patently false. Consequently, 
the Commission found that the firm had violated the Act by failing 
to amend its application and revoked its registration as an invest- 
ment adviser!2. Since that time, however, two of the members of 
the firm have been allowed to register as investment advisers on the 
condition that they confine their activities to the giving of invest- 
ment advice on a fee basis; that they not handle customers’ funds 
or securities in any manner; that they not recommend the purchase 
or sale of securities in which they have a direct or indirect personal 
interest; that they will not accept or exercise discretionary au- 
thority ; that they will not execute purchase or sale orders; and that 
they will not accept fees from brokers or dealers due to their 
customers’ transactions!3, 


In the case of S.E.C. v. Todd!4 the Commission sought an injunc- 
tion from the federal courts to restrain alleged frauds of Todd on 
his advisory clients. The complaint alleged that the defendant 
maintained three classes of clients: (1) those who subscribed to his 
weekly investment advisory letter; (2) those who for an additional 
fee received more personalized service; and (3) those for whom 
he managed discretionary accounts. It was alleged that he would 
first purchase some inactive security for his discretionary accounts, 
at the same time orally recommending its purchase to his clients 
12Twelfth Annual Report of the Securities and Exchange Commission 


(Washington: United States Government Printing Office, 1947), pp. 101-2. 
13 Press Releases of the Securities and Exchange Commission on the Invest- 
ment Advisers Act of 1940, No. 50. 
14 Thirteenth Annual Report of the Securities and Exchange Commission, 
(Washington: United States Government Printing Office, 1948, pp. 118-14. 
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receiving the personalized advice, and then several days later 
would recommend its purchase to the subscribers of the weekly 
letter. Being an inactive security, the market would be raised by 
the subscribers’ purchases and the defendant would then sell the 
security in his discretionary accounts. Meanwhile, he would con- 
tinue to recommend its purchase in the weekly letter. The Com- 
mission alleged that this constituted a practice which operated as 
a fraud or deceit within the meaning of the Act15. “An injunction 
action was instituted by the Commission at U. S, District Court for 
the District of Massachusetts.” However, “after certain pre-trial 
steps involving an exploration of the facts, the Commission stipu- 
lated to the dismissal of the action in October 1948, and the case 
is therefore closed.”15 


These few brief examples of Securities and Exchange Commis- 
sion enforcement of the Act indicate both the nature of the 
Commission’s duties under the Act and the powers that it has at 
its disposal. In reality, little effort is used by the Commission in 
this area compared to the other areas that fall under its jurisdic- 
tion. Violations and prosecutions have been few. The violations 
that do occur have almost always been met by a denial or revocation 
of registration as an investment adviser under the Act. 


CONCLUSIONS 


The eight years of enforcement of the Investment Advisers Act 
would seem to indicate that the results are a compromise between 
what was desired on the one hand by the Commission and on the 
other by the more antagonistic of the advisers who participated 
in its construction. Neither has it shackled the advisers’ hands as 
many fearfully anticipated, nor has it left their actions the un- 
limited freedom of the pre-Act days. 


In operation, the Act has not proved to be unreasonably restric- 
tive of the legitimate practices of the industry. While some of the 
relationships and practices in previous existence were disturbed, 
time for transition was provided and no provisions so restrictive 
as to cause wholesale rearrangement of these existing practices 
were included among the Act’s provisions. 


Nothing unreasonable has at any time been required either in 
the way of regulatory actions or in the requirements as to the 
information to be given the Commission. Prior to the passage of 


15 Letter of March 4, 1949, from Louis Loss, Associate General Counsel, 
United States Securities and Exchange Commission, Washington 25, D. C. 
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the Act some members of the profession expected it not only to 
restrict their activities, but also to tend to break down the 
fiduciary relationship between the adviser and his client by re- 
quiring disclosure of their moves and the details of their trans- 
actions. However, no attempt has been made by the Securities and 
Exchange Commission, nor under the present act could any be 
made, to infringe upon this client-adviser relationship. 


Many of the investment advisers in active practice today are 
actually in favor of more stringent regulation, especially with 
regard to the establishment and maintenance of professional stan- 
dards16, Presumably, there is some desire for the establishment of 
legal qualifications to supplant the current simple requirement 
that education and business experience be included in the adviser’s 
registration with the Securities and Exchange Commission. These 
requirements would be similar to those set up for certified public 
accountants, lawyers, and medical practitioners in that they would 
have to do with requirements as to education and experience. 
Needless to say, any legislation of this sort would be a departure 
from the central theme of the securities legislation that the federal 
government has adopted to date. With the exception of licensing 
aircraft pilots, where the activity is primarily interstate in nature 
and not adapted to local regulation, professional and technical 
requirements have been quite generally left to state governments. 
Certainly any attempt to pass federal regulations concerning the 
qualifications would be opposed on the ground that such activities 
could be far better regulated on a state basis. Though it is not at 
all implied that federal regulation would be unconstitutional, it 
seems quite unlikely that the very valid argument that the invest- 
ment advising business affects interstate commerce would out- 
weigh the local regulation arguments on political points. Such a 
step would most certainly have to be accompanied by similar 
establishment of qualifications for brokers and dealers, for regu- 
lation of this nature must apply to the securities industry as a 
whole. 


16 Discussion of John C. Gotschall, member of the Investment Counsellors 
Association of Southern California, on “Government Regulation of Invest- 
ment Counsellors” before the 27th Annual —. of the Pacific Coast 
Economic Association, Los Angeles, December 31, 1948. 
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BANK LIQUIDITY AND THE NEW DOCTRINE 
OF ANTICIPATED INCOME 


HERBERT V. PROCHNOW 
The First National Bank of Chicago 


In this discussion we shall examine the accepted theories of com- 
mercial bank liquidity and analyze critically the specific question 
of whether term loans, that is, bank loans with a maturity of one 
to about five or eight years, conform to these theories, or whether 
a new theory of bank liquidity has developed in recent years. If a 
new theory of bank liquidity has grown out of the extension of 
term loans, and incidentally, also out of small consumer loans by 
banks, what are the characteristics of this theory, how does it func- 
tion in the individual bank and in the banking system, and how do 
credits which conform to this theory of bank liquidity qualify as 
assets for commercial banks?! 


THE TRADITIONAL THEORY OF LIQUIDITY 


In the development of the commercial banking system of the 
United States, one of the principles of bank credit that has acquired 
widespread acceptance, not only in theory but also in practice, is 
the belief that commercial banks in their lending activities should 
extend credit only for short periods and for purposes which result 
in the self-liquidation of the credit.2 “The primary function of 
commercial banks, therefore, is to create funds which may be used 
to complete the processing of goods, to bring them to the markets, 
to transfer them to the possession of the ultimate consumer or user, 
and to provide means of final payment for all materials and services 
involved in the production and marketing of the goods.”3 “Com- 
mercial banks are those that are engaged in lending their credit 


1A new book, Term Loans and Theories of Bank Liquidity, by the author of 
this article, was published by Prentice-Hall, Inc., New York, in September, 
1949. In addition to an analysis of theories of bank liquidity, the book 
resents what is believed to be the first comprehensive discussion of term 
oans including actual term loan cases submitted by a number of American 
banks. The author is indebted to Dr. Harry G. Guthmann of North- 
western University for many helpful suggestions in connection with both 
this article and the book. 


2“A credit instrument involving a sale of goods is said to be self-liquidating 
when it is assumed that the buyer can within the period of the credit sell 
the goods and thus acquire the funds necessary to discharge his debt at 
maturity. The principle of self-liquidation underlies the policies and prac- 
tices of commercial banking.” (Ray B. Westerfield “Liquidity,” Encyclo- 
pedia of the Social Sciences, IX (1933), 492). 


3 Richard T. Ely and Ralph H. Hess, Outlines of Economics, p. 278. New 
York: The Macmillan Company, 1937. 
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mainly to business men for short periods of time.”4 Adam Smith 
was one of the early proponents of this theory, which may be called 
the traditional theory; and it has been accepted by a majority of 
economists and bankers over the years. 


In conformity with this conception of American banking, bank 
loans should be made largely to finance the production and move- 
ment of goods. A manufacturer may borrow from a bank to pur- 
chase raw materials and fabricate them into finished products, with 
the understanding that the loan will be retired by the manufacturer 
when he sells his products. A retailer may properly be given bank 
credit to purchase merchandise, and it is understood that the loan 
will be retired from the proceeds of the sale of the merchandise 
to the consumer. A farmer may borrow to purchase feed to fatten 
cattle which are to be sold. The proceeds of the sale are used to 
retire the loan. Bank loans to finance the production and move- 
ment of goods thus automatically liquidate themselves. 


However, there have been periods of depression in the history of 
the United States when goods did not move readily into the normal 
channels of trade, or moved at greatly reduced prices, and fre- 
quently at substantial losses to the sellers. The borrowers then 
could not retire even their short-term loans, and commercial banks 
found themselves with frozen loans and unanticipated losses.5 


Country banks with farmers for customers, and with extremely 
limited demands for strictly commercial loans, have likewise fre- 
quently abandoned the theory of short-term loans and have made 
longer-term loans upon farm properties. It must be admitted that 
this has not always been to their advantage. 


Borrowers sometimes follow the practice of transferring a loan 
from one bank to another instead of providing annual liquidation. 
This is not uncommon and gives the appearance of a short-term 
loan to an obligation which is actually a longer-term credit. There 
have likewise been many instances where businesses in the past 
obtained bank loans to finance additions to factories and equip- 
ment. These loans were often made for three, six, nine, or twelve 
months, with the understanding that they would be renewed, per- 

4 Frederick S. Deibler, Principles of Economics, p. 325. New York: McGraw- 

Hill Book Company, Inc., 1936. 


5 There is a traditional theory that commercial banks make only temporary 
advances to borrowers, that they do not in any sense enter into partnership 
with business and furnish them permanent working capital. The facts of 
modern banking practice do not, however, bear out this assumption.” 
(H. G. Moulton, “Commercial Banking and Capital Formation, III,” 
Journal of Political Economy, XXVI (1918), 713.) 
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haps with a reduction in the principal. The complete liquidation 
of the loans was dependent upon earnings over a period of time or 
upon obtaining funds in the capital markets. Obviously, these 
credits were not strictly short-term, commercial loans, but were for 
longer terms. If the relationship between current assets and cur- 
rent liabilities was good, banks have extended credit on a short- 
term basis for the purchase of fixed assets in reasonable amounts. 
But, from the standpoint of the borrower, it may be disadvan- 
tageous to obtain credit for a long-term need on an uncertain short- 
time commitment. Although the bank may extend the credit with 
an implied understanding that it can be renewed, assuming busi- 
ness conditions and the financial position of the borrower do not 
deteriorate, the bank does retain the right to ask for payment of 
the loan at maturity. 


In the banks, particularly in urban communities, the majority of 
collateral loans to individuals are seldom strictly commercial loans, 
judged either by the purpose for which they are extended or the 
longth of time for which they are granted. In the 1920’s, during 
the stock market boom, loans to individuals were often secured by 
stocks and bonds. These loans were sometimes carried indefinitely 
in anticipation of further advances in stock market prices. How- 
ever, in some instances, individuals operating businesses may bor- 
row by assigning accounts receivable or by pledging eggs, butter, 
grain, or other acceptable collateral ; secured loans of this character 
may meet all the requirements of the traditional commercial bank 
credit. 


Collateral loans to brokerage houses have had a commendable 
record of safety and prompt payments and yet many of them could 
hardly be classified as commercial loans in the traditional sense. 
Nor would bank loans on the cash-surrender value of insurance 
policies be considered as loans granted to finance the movement of 
goods when the funds were used to carry stocks or bonds. How- 
ever, there might not be the slightest question of their ultimate 
goodness or even of the possibility of liquidating them quickly. 
Likewise, there might be, strictly speaking, some question whether 
bank loans to commercial credit companies, which finance the retail 
instalment sales of pianos, radios, washing machines, automobiles, 
furniture, and other merchandise that is relatively durable and is 
primarily investment spending, fall in the class of the traditional 
commercial loans. 


Small personal loans, that have been granted in substantial 
volume in recent years by a large number of banks, also would not 
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qualify as loans made to facilitate the movement of goods, with 
liquidation flowing automatically out of the sale of the goods by the 
borrowers. 


The entire development of consumer credit, that is, small per- 
sonal loans, in the commercial banking system has not generally 
conformed to the traditional concept of commercial bank credit. It 
has represented, as a rule, simply the extension of credit to the 
public for consumption purposes; it has not been short-term com- 
mercial credit used to finance the production and distribution of 
goods with liquidation resulting from the sale of the goods by the 
borrower. 


ILLUSTRATION OF BANK CREDIT LIQUIDITY 


Despite developments of this character in the extension of bank 
credit in recent years, there are many kinds of loans which, to be 
sound must necessarily be of short length and must be liquidated 
by the sale of products whose production or distribution has been 
financed. 


For example, a company which packs peas may borrow from a 
bank during the summer to purchase the crop to be packed. As the 
canned product moves into the channels of trade, the proceeds from 
the canner’s sales automatically liquidate the bank loans. This is 
commercial bank credit in its purest sense. In the event that the 
loan is not paid before the succeeding summer when a new crop is 
ready to pack, it is obvious that the banker may have a loan which 
has to be worked out over a longer period. A large pack in excess 
of the demand, or a pack of poor quality, may result in a substan- 
tial carry-over from the previous year. An economic depression 
may also reduce the public demand for the product. Then the sale 
of the goods does not discharge the bank obligation automatically 
and within a short period, and the banker finds himself with a slow 
loan. With a new crop to be packed, there may be increasing dif- 
ficulty in moving the old pack, particularly at prices which will 
fully liquidate the bank loan. 


Many businesses normally experience a complete rotation or 
cycle of their activities at least once a year and sometimes several 
times a year. Food packers and clothing manufacturers complete 
their cycle of operations annually. Thus their bank loans are cus- 
tomarily liquidated within a year, and perhaps sooner, by the sale 
of the merchandise financed. In fact, any extension beyond a year 
of a short-term bank loan to finance the movement of goods of this 
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type commonly requires an explanation by the borrower for a delay 
in liquidation. 


THE SHIFTABILITY THEORY 


The entire bond portfolios of banks, regardless of whether the 
bonds do or do not have ready markets, do not represent the exten- 
sion of credit or the use of bank funds in accordance with the tra- 
ditional concept of liquidity. The bonds are not liquidated by the 
sale of goods as in a typical commercial transaction, but are cus- 
tomarily “liquidated” by the bank selling them or shifting them to 
another holder. This “shiftability” theory is the second major 
theory of bank liquidity.® 


According to the shiftability theory the liquidity of a bank may 
be measured by the extent to which it can shift its assets readily 
to other buyers for cash at satisfactory prices. The Banking Act 
of 1935 now specifically permits the Federal Reserve Banks to 
extend credit to member banks against any acceptable assets. The 
old traditional theory of liquidity with short maturities was no 
longer to be considered the only basis upon which banks might 
extend credit. The soundness of the assets and their acceptability 
to the Federal Reserve Banks were new standards of liquidity 
upon the basis of which bank assets could now be shifted to the 
Federal Reserve Banks. This greatly expanded opportunity for the 
shifting of assets in an emergency unquestionably gave some 
impetus to the granting of longer-term bank credits.7 


6 The shiftability “theory holds that experience shows that paper often can- 
not be liquidated at maturity; that when the paper can be liquidated at 
maturity, it may not be desirable to liquidate it; that when demand is made 
on the liabilities of an individual bank, the only reliance for liquidity in an 
emergency lies in the power to shift assets to other banks and get funds 
from the banks that still have available funds; and that when credit has 
been largely expanded and ussets have been shifted until the reserves are 

ractically exhausted in all the banks, liquidity in the banking system can 
os attained only by a slowing up of business or a lowering of the price 
level. This slowing up of business or lowering of the price level will permit 
a decrease in bank loans, after a time, and will thus relieve the exhausted 
reserves.” (Waldo F. Mitchell, “The Attack upon the Theory of the 
Liquidity of Bank Earning Assets,” Journal of Political Economy, XXXI 
(1923), 249). 

7“It should be emphasized that in ordinary times the problem of liquidity 
is not a problem of maturing loans so much as it is a problem of shifting 
assets to other banks in exchange for cash. If one bank can always get help 
from another in case of trouble, there is no necessity of relying upon matur- 
ing loans. In fact, it is now everywhere recognized in banking circles that 
the way to attain the minimum in the matter of reserves is not by relying 
upon maturities but by maintaining a considerable quantity of assets that 
can be shifted to other banks before maturity as necessity may require. 
Liquidity is tantamount to shiftability.” (Moulton, op. cit., p. 723). 

Moulton also states that “under the Federal Reserve System it is of 
course aqpacest that liquidity is a question of shiftability to the Federal 
Reserve banks” (ibid). 
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LIQUIDITY IN INDIVIDUAL BANKS UNDER TRADITIONAL THEORY 


Under the older or traditional theory of liquidity, individual 
banks and the banking system as a whole found that bank credit 
generally was liquid in an expanding economy. Business was pros- 
perous and goods were moving through the channels of trade reg- 
ularly, perhaps at an increasing velocity. Most businessmen could, 
if requested, easily liquidate their inventories and discharge their 
bank obligations. However, with increasing trade, and particularly 
with rising prices, banks loans tended to grow larger because it 
was profitable to borrow funds. In a prosperous and expanding 
economy individual banks and even the entire banking system 
might be considered liquid for normal purposes when judged by 
the requirements of the traditional theory of liquidity. 


In the event of economic depression with falling prices, many 
business concerns might find it impossible to dispose of their inven- 
tories at prices which would permit the liquidation of their com- 
mercial bank loans. An individual bank might, at the beginning of 
a depression, force its borrowers to liquidate their bank obliga- 
tions, but any attempt by all banks in time either of depression or 
prosperity to compel the liquidation of all their bank loans simul- 
taneously would result in national economic chaos. The traditional 
theory of liquidity presumably provides for an elastic bank credit 
structure, one which permits bank credit to expand in periods of 
prosperity and to contract in depressions. However, it should be 
emphasized that it would be economically disastrous if all banks, 
either in good times or in periods of depression, wished at one time 
to retire any substantial part of the total bank credit outstanding.8 


LIQUIDITY IN INDIVIDUAL BANKS UNDER THE SHIFTABILITY THEORY 


The shiftability theory also has its shortcomings and advantages. 
It does not readily apply to a bank’s unsecured commercial loans, 
for these loans cannot be sold with facility in the market or trans- 
ferred to other commercial banks. Prospective buyers of bank 
loans ordinarily would have no ready knowledge of the value of the 
obligations of many individual bank borrowers. Certain types of 

8“A diminution in the total amount of commercial loans will accompany a 
fall in prices, and a decline in the activity of trade, but for the banks to 


attempt to contract such loans om and in large amounts subjects busi- 
ness to intolerable strain and if persisted in, occasions failures so numer- 


ous and widespread as speedily to threaten even the solvency of the banks 
themselves. In short, business cannot suddenly be deprived of the volume 
of credit to which it has become adjusted without disastrous consequences 
both to lenders and borrowers” (Charles F. Dunbar, The The and 


aoaeye of Banking, (New York: G. P. Patnum’s and Sons, 1922), pp. 
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paper such as prime bankers’ acceptances and commercial paper can 
be sold in the market, but these are normally only a small part of 
total bank loans. Even the disposal of these assets by one bank to 
another would leave the banking system as a whole in no more 
liquid condition. 


The shiftability theory does have special application to bonds 
held by banks, particularly bonds possessing marketability, and it 
does include the very significant possibility of shifting assets from 
commercial banks to the Federal Reserve System. It should be 
noted that the development of the corporate form of business enter- 
prise has tended to increase the importance of the shiftability 
theory and to decrease the significance of the traditional theory of 
liquidity. This form of business enterprise has made possible the 
issuance of corporate bonds which have been purchased by banks, 
and it has also made possible the use of bonds and stocks of cor- 
porations as collateral for bank loans. Consequently, the long-term 
requirements of corporations are financed partly through bank 
bond portfolios and through the collateral loans of commercial bank 
borrowers temporarily or for a considerable period. 


An individual bank may, in good times, have little difficulty in 
shifting assets, such as its bonds, to other holders. However, even 
in times of general economic prosperity, all banks could hardly 
elect simultaneously to shift any considerable portion of their 
assets to other holders. In a period of depression an individual 
bank would almost certainly find that assets which were shifted to 
other holders would be transferred at lower prices than those pre- 
vailing in prosperous periods. The bank would have liquidity, as 
many banks found in the 1930’s, but it would be liquidity at a price. 
If all banks attempted to shift any considerable portion of their 
assets in periods of depression, it would probably be impossible to 
find buyers and the cost of liquidity in the markets would be pro- 
hibitive. It is also an established principle with well-managed 
banks that they will, if at all possible, carry their customers 
through depressions. Time collateral loans, for example, of good 
customers of the bank are not ordinarily subjected to forced liqui- 
dation. The banks, as a rule, co-operate with their customers to 
see them through economic hardships. 


When a shrinkage takes place in all bank loans in accordance 
with the traditional theory of liquidity, it involves a shrinkage of 
the entire economic structure, and this may be most unfortunate. 
In accordance with the shiftability theory, when an attempt is 
made to shift all bank loans, either in the form of commercial 
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credit or bond holdings, it is possible to obtain liquidity only at a 
sacrifice in values. The traditional theory of liquidity and the 
shiftability theory of liquidity have merit, but it is not difficult to 
overrate their advantages to the banking system as a whole. It is 
obvious that they have decided disadvantages, and they do not 
assure the liquidity of the entire banking system. Moreover, any 
attempts to use their assumed advantages in times of depression 
may not only aggravate and prolong a period of economic stress, 
but may actually initiate a major economic decline.9 


Even the improvement of the liquidity of one bank by the tradi- 
tional method or by the process of shifting assets may simply mean 
that the liquidity of other banks is lessened because the credits find 
their way from the liquidating bank into other banks. In our 
analysis of theories of bank liquidity in the past we have repeatedly 
emphasized the liquidity of the individual bank, but we have under- 
emphasized the liquidity of the banking system as a whole.1° 


TERM LOANS 


Beginning in the early 1930’s, a new type of credit called the 
term loan was extended by banks. One of the most important bank- 
ing developments since that time has been the increasing use of 
this type of credit to finance the longer-term needs of business. 


®“The truth is that there is no banking asset which is liquid in the sense 
that the aggregate amount of this asset can be greatly contracted without 
deleterious effects on the volume of —. Only the existence of a central 
monetary agency that is willing and able to increase its holdings of a given 
asset by large amounts will make that asset liquid for the banking system” 

Lloyd W. Mints, A History of Banking Theory, (Chicago: University of 

hicago Press, 1945), p. 263). 

10“A banking system, most of whose assets were shiftable and few self- 
liquidating, would rely heavily on the strength of the markets or on the 
stimulation of investment demand. A system which relied on self-liquida- 
tion, in the sense of motion towards a customer, would endeavor to stimu- 
late consumption. For instance, many bankers today advocate a high dis- 
persion of the national income and a high rate of wages on the theory 
as, Someenayaee is thereby fostered and goods move rapidly towards a 
market. 

“It is hardly fair to say that either system is essentially safer than the 
other. They do different things; they are supported in different ways; and 
indeed in a period of grave crisis it might be far more difficult to support 
a flow of consumption which makes loans self-liquidating than to support 
a market situation which makes securities temporarily unsalable. The com- 
mercial bank, which confines its activities to short-time loans for com- 
mercial purposes, is more interested in commerce and consumption than in 
the capital markets. A bank lending on securities is more interested in the 
opening or supporting of the stock exchanges. Of course, over a period of 
time consumption begets the construction and use of plants, and thereby 
reflects back on the a markets. Equally, the stimulation of capital 
markets facilitates employment, payment of wages and ultimate consump- 
tion. But at any given moment of time the interests may diverge, though 
in the long run they must move more or less together” (Adolph A. Berle, 
Jr., and Victoria J. Pederson, Liquid Claims and National Wealth. (New 
York: The Macmillan Company, 1934), pp. 21-22). 
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The Association of Reserve City Bankers, in a pamphlet pub- 
lished under its auspices, has defined a term loan as an “intermed- 
iate capital credit . . . written to run for a period of years ... and 
usually predicated upon complete extinction by serial payments.”11 


Charles T. Fisher, Jr., has described “an intermediate loan as 
one repayable in serial amounts over a period of years from future 
earnings but with the final maturity generally not exceeding five 
years.”’12 


A term loan generally has the following characteristics: 
1. The credit is advanced for a period of more than one year. 


2. Repayments are usually made serially over the life of the 
loan. It should be emphasized that under a policy of requiring 
serial repayments of term loans a bank has a steady turnover of 
its funds. A term loan for five years with annual serial repayments 
is actually a loan with an average maturity of three years. 


3. Repayments are ordinarily made out of future earnings. 


4. The loan will customarily be accompanied by written cov- 
enants of the borrower to conduct his financial activities in a 
manner agreed upon by the borrower and the lender. 


5. The loan is usually made with a commercial bank, savings 
bank, insurance company, or a government lending agency rather 
than sold by investment bankers to the public. 


It is not possible within the limits of this discussion to elaborate 
upon the reasons borrowers and bankers have used term loans, but 
the following are some of the principal reasons. 


BORROWERS USE TERM LOANS 


1. The low interest rates which prevailed beginning in the 1930’s 
made it desirable to refund higher rate debentures and bonds so 
fixed charges could be reduced; 


2. Short-term bank credit for ninety days to one year could be 
replaced with loans at a low rate and with longer maturities; 


3. Registering a public issue and listing it on the security 
exchanges involved higher costs and more complications than bor- 
rowing by means of term loans; 


11“Term Loans by Commercial Banks” (Prepared under Direction of the 
Committee on Banking Practice of the Association of Reserve City Bankers 
by the Institute of International Finance of New York University), p. 9. 

12“Bank Problems in the Extension of Intermediate Credits,” Bulletin of the 
Robert Morris Associates, XXII (1989), 181. 
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4. Term loans helped to simplify the borrower’s financial struc- 
ture; 


5. It was easier to deal with a bank than with a large number of 
public holders of a security issue. 


WHy BANKS MAKE TERM LOANS 


1. Large excess reserves in the 1930’s made banks seek outlets 
for loans; 


2. Decline in the demand for short-term commercial loans in the 
1930’s led banks to seek other outlets for funds; 


3. Banks could obtain a better yield on this paper; 


4. A qualitative change in bank investments (larger holdings of 
United States government bonds) which began in the decade from 
1930 to 1940 was a factor in leading bankers to extend some longer- 
term loans; 


5. The possibility of borrowing in time of emergency on longer- 
term notes at the Federal Reserve Banks encouraged the develop- 
ment of longer-term bank credit; 


6. There occurred a change in the attitude of bank examining 
officials regarding longer-term loans; 

7. Federal deposit insurance lessened the probability of large 
withdrawals of deposits ; 

8. Longer-term credit was extended by other competing institu- 
tions such as the Reconstruction Finance Corporation, the Federal 
Reserve Banks and insurance companies. 


A survey made by the Board of Governors of the Federal 
Reserve System and published as an article, “Term Lending to 
Business by Commercial Banks in 1946”, by Duncan McC. Holt- 
hausen, indicates the remarkable growth of term loans.!3 Near 
the end of 1946, member banks of the Federal Reserve System 
held an estimated 144,000 term loans amounting to $4.6 billion. 
“Thus loans with an original maturity of more than one year 
accounted for one-fifth of the number and one-third of the dollar 
amount of all member bank loans outstanding to business concerns. 
This volume of outstanding term credit to business concerns, as 
estimated from the results of the nation-wide sample survey of 
commercial bank business loans outstanding on November 20, 
1946, was probably at least double the prewar volume of term 
loans. .. . 


18 Federal Reserve Bulletin (May, 1947), pp. 498-517. 
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“Of the $4.6 billion of member bank term loans outstanding near 
the end of 1946, final payments on approximately one-half will be 
due by the end of 1951. The loans thus maturing include four-fifths 
of the total number of term loans outstanding. Within this five- 
year period, installment repayments will also have been made in 
substantial volume on term loans having a last installment due 
after 1951. No more than 2 per cent of the number of loans out- 
standing at the date of the survey will mature in more than 10 
years.” 


Bankers ordinarily liquidate term loans not by the sale of assets 
of the borrower as in the commercial credit or traditional theory 
of liquidity, nor by shifting the term loan to some other lender as 
in the shiftability theory of liquidity, but by the anticipated income 
of the borrower. There are exceptional situations where a portion 
of a term loan may be used, for example, to increase inventory over 
a period of several years in order to handle special contracts. This 
part of the term loan may be liquidated in accordance with the 
traditional theory of liquidity through the sale of the inventory. 
The remainder of the term loan used for plant and equipment 
would be liquidated out of earnings over a period of years. One por- 
tion of a loan may thus be subject to one theory of liquidity and 
another part of the same loan to another theory of liquidation; but, 
as a rule, it is anticipated that term loans will be liquidated by the 
earnings of the borrower. 


Banks extending term loans obviously have departed from the 
former patterns of liquidating bank credit. Through the extension 
of term loans, they have established in the American banking sys- 
tem a third major method of bank credit liquidation. We shall call 
the third theory of commercial bank liquidity an “anticipated 
income theory of liquidity.” 


From the standpoint of the individual bank, an anticipated 
income theory of liquidity has certain points of similarity to the 
traditional and the shiftability theories of bank liquidity. The 
individual banker may rightly assume that in prosperous times a 
company that is well managed and has a satisfactory record of past 
earnings will be able to make its regular payments of principal and 
interest on a properly made term loan. In periods of depression, 
he may also rightly assume that the same well-managed and well- 
established company with a satisfactory record of past earnings 
will be able to make the same provision for payments on a long- 
term loan that it might make on a short-term loan. A well-estab- 
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lished company will in all probability have a surplus and reserves 
for emergencies. Moreover, in arranging a good term loan, the 
banker makes allowances for the ups and downs of business and 
does not extend a credit so large that the interest and principal 
payments require all the earnings of prosperous times. Some 
margin of protection is always required. 


On the other hand, a short-term loan against inventories in 
process, for example, also faces the hazard of sharp declines in 
prices that may result in net losses. The risk of loss is real in this 
type of loan, but here it is also to be noted that sound loans are not 
extended to the point where any loss in the conduct of the business 
would impair the loan and the ability of the business to continue 
operations. The banker always requires some margin of protection. 


Theoretically, in extending short-term credit the banker’s funds 
are returned to him at short intervals and he may then decline to 
extend further credit. Actually, the banker has the obligation to 
work with his customers through good and bad times renewing 
short-term credit where necessary to assist a borrower who will 
be able to retire his loan ultimately, but not at the moment. When 
the banker gives up the right of getting back his funds at short 
intervals, as he does with a term loan, he ordinarily receives a 
higher rate of interest for his loan than for short-term credit to 
the same borrower. In addition, he prepares a written term-loan 
agreement incorporating many safeguards to assure that his loan 
will be retired. 


For the individual bank, liquidity of its long-term loans depends 
in the first instance on the public consumption of the goods and 
services produced by the bank’s term-loan borrowers. Out of this 
public consumption come the earnings of the borrowers. Likewise, 
the liquidity of the individual bank’s short-term loans depends in 
the first instance on the public consumption of the goods and 
services produced by the bank’s short-term borrowers. The public 
consumption of goods and services is the actual test of whether 
both short-term and long-term loans will be repaid. The individual 
bank is also now assured that it can discount both its long-term and 
its short-term loans at the Federal Reserve Banks. In the event 
of a serious economic depression, the ultimate liquidity of the 
bank’s loans may rest in shiftability to the central bank, that is, to 
the Federal Reserve Banks. 


From the standpoint of the entire banking system, the successful 
operation of the anticipated income theory of liquidity depends 
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upon the public consumption of the goods and services produced by 
the term-loan borrowers. This is no less true of the liquidation of 
the short-term loans held in the banking system. Liquidation in 
their entirety of either the long-term loans or the short-term loans 
in the banking system would be impossible and would precipitate 
economic disaster. However, both the long-term loans and the 
short-term loans of the banking system may legally now be shifted 
to the Federal Reserve System. 


In past discussions of bank liquidity, there has been, as we have 


noted, an overemphasis upon the liquidity of individual banks and 


an underemphasis upon the liquidity of the banking system as a 
whole. Realism requires a frank admission that liquidity becomes 
of paramount importance in a depression when a banking system 
is under the pressure of liquidating its assets. If we assume that 
shiftability means the ability to shift to the open market with little 
or no loss so that a banking system can pay off its depositors, then 
the shifting of bonds to the open market by many banks in the 
1930’s was not successful. Wholesale and complete liquidation 
without shifting assets to the Federal Reserve System, even if it 
were possible, would prolong and deepen a depression and disor- 
ganize the entire national economy. Consequently, while complete 
liquidation of a banking system without shifting assets to the 
Federal Reserve System may theoretically seem possible, it is 
impossible in practice regardless of whether the earning assets in 
the banking system are long-term or short-term. 


Since both short-term and long-term bank loans can now be 
shifted to the Federal Reserve System in an emergency, one may 
ask what possible limitations there are to bank credit expansion. 


The traditional theory of liquidity provided for no predetermined 
limits to the possible expansion of credit, and the anticipated 
income theory of liquidity, including the broader rediscount priv- 
ileges now in effect at the Federal Reserve banks, also provides 
for no predetermined limits to possible credit expansion. 


Practically, there are two major types of limitation to the expan- 
sion of credit—those set up by the borrower and those set up by 
the bank. The intelligent borrower will only borrow so long as it is 
profitable to borrow and the risk of loss does not exceed the possi- 
bility of profit, or so long as he is reasonably assured of his ability 
to make the required payments of principal and interest on his loan. 
The well-managed bank also wishes to be as certain as possible that 
the borrower’s operations will be profitable and that he will be 
able to retire his loan. The banker desires liquidation by a forced 
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sale of the borrower’s property only as a last resort. Concisely 
stated, the well-managed bank insists equally in its short-term and 
in its long-term credits that the loans be of good quality. The 
insistence upon quality is a limitation upon credit expansion that 
applies regardless of the maturity date of the credit. 


From the standpoint of the individual bank and the banking 
system as a whole, the quality of the loans in a depression deter- 
mines to a great degree whether both the short-term and long- 
term loans are paid by the borrowers and whether they are credits 
which may properly be shifted to the Federal Reserve Banks. The 
right to shift to the Federal Reserve Banks does not carry with it 
any implied privilege of extending either short-term or long-term 
credit on a speculative or unsound basis. Quality is a requirement 
in the extension of credit whether the banker expects that his 
loans will be liquidated in accordance with the traditional theory, 
the shiftability theory, or the anticipated income theory of liquidity. 


It may be profitable to consider somewhat further a few of the 
problems that have arisen in recent years with the banking system 
presumably operating under the traditional and shiftability theories 
of liquidity. During the depression of the early 1930’s, many banks 
were confronted with heavy withdrawals by their depositors. In 
the absence of a sufficient amount of rediscountable paper, they 
may have been forced to resort to shiftability through the open 
market. Shiftability through the open market at that time meant 
engaging in competition for a static money supply. At the same 
time there was widespread hoarding of money and the banks, as 
well as other holders of assets, found themselves attempting to 
secure liquidation not merely in a market with a static supply of 
money, but with a declining stock of money. 


Prior to the Banking Act of 1935, there was no ready way to 
supply additional funds to the market if there was no adequate 
supply of rediscountable or short-term paper.!4 The traditional or 


4 It is interesting to note that in a period of ong ag business volume in 
the 1920’s, the loans of national banks eligible for rediscount or redis- 
counted with the Federal Reserve banks expressed as a percentage of total 
loans showed the following trend: 


21.6 per cent 
....20.1 per cent 
....18.3 per cent 
....16.4 per cent 
16.0 per cent 
Henry Parker Willis, The Theory and Practice of Central Banking, (New 
York: Harper and Brothers, 1936), p. 120. 


In 1935, rediscounted paper of aia banks decreased to only 8 per 
cent. of the amount of the loans (House Hearings on Banking Act of 1935, 
p. 184. See also Senate Hearings, Part I, p. 324). 


3 
‘a 
j 
£ 


312 THE JOURNAL OF FINANCE 


commercial bank theory of liquidity failed to function satisfactorily 
in the emergency of the early 1930’s as it presumed that additional 
money was not needed in a depression. This theory assumed a 
depression was self-corrective. But a depression is not necessarily 
self-corrective within a reasonable period; it may actually be cumu- 
lative. Depression may breed further depression. If a depression 
is cumulative, the banking system and the economy should be alert 
and able to arrest the economic decline in its earlier stages. 


From the standpoint of the banking system, one device for halt- 
ing the cumulative effects of depression is to provide for the con- 
version of assets into cash at a money-creating institution rather 
than in the open market. In the past, rediscountable paper was the 
method of creating new money without taking the money out of the 
market. But in the early 1930’s the banking system had a deposit 
liability it could not discharge, without serious economic effects, 
with the cash, till money, rediscountable paper, and other liquid 
assets it possessed. The Banking Act of 1935 provided a means of 
converting all bank assets, including long-term bank loans, into 
additional money or cash through the Federal Reserve Banks. 

The responsibility of maintaining the liquidity of the banking 
system, that is, the redeemability of its deposit liabilities, is not 
merely a question of short-term as against long-term credits. As 
has been noted, the short-term as well as the long-term credits of 
the banking system are liquidated because of the successful func- 
tioning of the consumptive markets. This means that the whole 
economy, of which the banking system is only a part, must operate 
smoothly and efficiently if the banking system is to be liquid. The 
banking system cannot be held entirely responsible for the proper 
operation of the entire economy. Standing in the background is 
the central bank, or Federal Reserve Banks, ready to provide 
liquidity for sound bank assets in the event of the threat of wide- 
spread general liquidation of the economic order.15 


CONSUMER LOANS 


It may be appropriate to add here that some bankers who are 
reluctant to make term loans to business and industry have no 
objection to loans to consumers. Thousands of banks over the 
United States are now aggressively engaged in soliciting consump- 
tion loans from individuals. The loans represent advances to con- 
sumers for the purchase of radios, washing machines, automobiles, 
furniture, and other commodities. They are not to be paid out of 


16J. Marvin Peterson and D. R. Cawthorne, Money and Banking (New 
York: The Macmillan Company, 1949), pp. 319-26. 
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the sale of the commodity by the borrower in accordance with the 
commercial bank or traditional theory of liquidity, nor do the banks 
expect to shift the loans to the open market or to the Federal 
Reserve Bonks for liquidation. They are to be liquidated out of the 
anticipated income of the borrowers, and the same theory of 
liquidity thus applies both to term loans and to consumer loans. If 
the businesses and industries which make term loans operate suc- 
cessfully with earnings available for the payment of their term 
loans, men will have employment and earnings so they too can 
retire their consumer loans. The failure and success of these two 
types of loans are in a large measure interdependent in our 
economy. 

It may be well to state again that the traditional theory that 
bank loans should be self-liquidating is not a workable theory 
when it must meet the test of liquidation not by one bank but by 
the entire banking system. Those who are critical of the theory 
would say also that so-called self-liquidating loans cannot “in fact, 
be liquidated in any considerable amounts without ruinous con- 
sequences for business activity. .. .”’16 


Likewise, it may also be stated again that individual banks may 
ordinarily shift individual assets in moderate quantities without 
serious loss if other banks are less interested in shifting assets 
than in acquiring them. However, when the banking system faces 
a@ period such as the early 1930’s, when liquidity preference is 
strong in the entire banking system, shiftability, except to a cen- 
tral bank, becomes an unworkable theory. 

Under the traditional theory of liquidity, the liquidation of a 
bank loan stops the borrower at once from trading at the old level. 
Under the shiftability theory, that is, shiftability to other commer- 
cial banks, the borrower’s credit has been liquidated at one bank 
only to be extended at another. Under the anticipated income 
theory of liquidity there is pressure on the borrower to save and 
to retire his loan from earnings, or to defer replacement to obtain 
funds for liquidating his borrowings. 

One other question remains. Should banks wholly disregard 
maturity now that long-term loans, whose liquidation is planned 
through anticipated income, may in an emergency also be shifted 
to the Federal Reserve Banks? 

To disregard maturity entirely is to overlook the possibility of a 
fluctuation in interest rates over a period of years. However, some 
protection from fluctuating interest rates is now afforded both 


6 Lloyd W. Mints, op. cit., p. 264. 
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banks and borrowers when term loans are arranged so that the 
interest rate varies with the rediscount rate of one of the Federal 
Reserve Banks. 


From the sole viewpoint of discharging their liability to their 
depositors, maturity has lost some measure of its significance to 
banks. Nevertheless, a banker must carefully examine every loan, 
both short and long term, to determine whether the borrower’s 
ability to pay may be impaired with time. Is it reasonably certain 
that the credit will be sound for ninety days, six months, a year, 
three years? What are the risks of insolvency of the borrower over 
a period of three years or five years? How long can the borrower’s 
financial affairs reasonably be expected to continue safe and sound? 
The definite responsibility of the banker is to select both short-term 
and long-term assets that seasoned credit judgment indicates will 
safely earn the greatest net return to the bank over the years after 
losses and recoveries on charged-off assets. 


A loan for 2.5 per cent for three years to a borrower with an 
excellent balance sheet and record of earnings over the years, and 
with periodic payments to be made on the principal, may be a more 
desirable bank asset than a loan to the same borrower at 1.5 per 
cent with liquidation required annually. The loan at 2.5 per cent 
for three years may also offer greater advantages to the borrower 
if he can be assured of the funds for the longer period. On the 
other hand, a company which can only use funds for a short, sea- 
sonal period—perhaps ninety days or six months each year—may 
not desire a loan steadily throughout the year for three years. For 
example, a company with highly fluctuating earnings may not be 
entitled to the use of funds for a period of several years, but should 
be required to liquidate its loans annually so the banker may 
examine its balance sheet and record of earnings periodically. 


CONCLUSION 
We may conclude that there are now three major theories of 
liquidity for bank loans: (1) the traditional or commercial bank 
credit theory; (2) the shiftability theory (to the open market in- 
cluding other banks) ; and (3) the theory of anticipated income. 


We may also conclude that the well-managed bank may properly 
include in its earning assets reasonable amounts of loans and in- 
vestments which it is expected will be liquidated in accordance 
with any one of the three theories or a combination of two or more 
of them. In the event of widespread and large withdrawals in the 
entire banking system, ultimate liquidity is to be found in the cen- 
tral bank or Federal Reserve System. 
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A SUGGESTION FOR THE CONTROL OF PEACETIME 
INFLATION* 


DAVID GORDON TYNDALL 
Carnegie Institute of Technology 


I. INFLATION AND PRESENT METHODS OF CONTROL 


The primary evidence of inflation is an excess of spending rela- 
tive to production. The basic causes of the excess, whatever they 
may be, need not concern us here. In considering the possibilities 
of control of inflation, it is convenient to break down spending into 
several broad categories; inflation can be prevented either by 
reducing spending in one or more of these categories, or by 
increasing production in one or more of them to the extent that 
appropriate means are at hand. To the extent that factors of pro- 
duction are mobile, it is economically possible, and presumably 
desirable, to make an explicit choice as to the category or cate- 
gories in which spending is to be reduced and those in which pro- 
duction is to be increased. To the extent that they are immobile, 
it will be necessary to reduce spending in each category to coincide 
with the productive capacity in the respective categories. 


Let us assume that there is full employment, and that there is 
excess spending in each of the categories; assume further that 
there is a certain though limited mobility of the factors between 
the categories, so that, within fairly broad limits, reduction of 
spending in any one category will remove the inflationary pressure. 
Finally let us assume that net foreign and government spending 
have been reduced to their practical minima, or that the decision 
as to their amount is a political one which must be accepted as a 
datum.1 


In such a situation there are three main types of contro] which 
might be applied: (1) price controls, with or without formal 
rationing; (2) higher taxes; (3) restrictions on credit. 


I think that it would be conceded by economists of virtually all 
shades of opinion that unless there is some strong reason for not 
being able to use tax and/or credit policy in the degree necessary 
to prevent inflation, arbitrary price controls and rationing which 


*The author wishes to acknowl his indebtedness for helpful criticism to 
Professors M. A. Copeland, D. F. Gordon, A. E. Kahn, and H. L. Reed. 


1I do not mean to imply that net foreign investment and government spend- 
ing should be reduced to their practical minima, and that only then should 
one start to think of ways and means of limiting other types of spending. 
This is purely a simplifying assumption. 
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merely suppress (with varying degrees of effectiveness), and do 
not remove, the causes of inflation should be avoided. 


The merits of tax policy in controlling spending are well known. 
Theoretically taxes can be adjusted to reduce spending in the 
various categories in varying amounts, so that the danger of caus- 
ing unemployment in certain sectors of the economy at the same 
time as there is excess demand in other sectors is completely 
avoided. However, the use of taxation in order to prevent inflation 
has been subject to several important criticisms: 


1. In order to prevent inflation it may be necessary to raise 
rates to such a level that work-incentives are seriously impaired, 
with the result that production declines and the inflationary pres- 
sures remain unaffected. In the face of serious inflationary pres- 
sures, this may be a very real danger, especially when the tax 
structure is as illogical and ill-conceived as ours. 


2. Our political institutions make it a clumsy tool. This criti- 
cism carries considerable weight when the inflationary pressures 
are relatively small and there is well-founded fear that inflation 
may be turned into recession before adjustments of tax policy can 
be made. 


Moreover, the very quality which appears as a merit from the 
economic point of view, namely, that it can be adapted to restrict 
specific types of spending, is a liability from the political point of 
view; for a specific tax change will almost necessarily bear more 
heavily on some groups than others, or at least will appear to do 
so, and will therefore be subject to major criticism and active 
opposition on this basis. It is presumably these factors which have 
led certain economists to stress built-in flexibility in their fiscal 
programs and to reject, almost completely, the idea of discretionary 
fiscal controls. 


As compared with fiscal policy, monetary or credit policy of the 
traditional type (as opposed to specific controls on consumer credit, 
etc.) appears to be non-discriminatory, not only as between various 
types of investment, but also as between all types of spending; it 
therefore appears to be consistent with the “liberal laissezfaire” 
philosophy. There seems little question that it is this fact which 
has given it its major appeal and made it acceptable to the more 
important power groups in the American economy. 


Unfortunately (from the point of view of the “liberal laissez- 
faire” economist) the effectiveness of credit policy of this type has 
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been lessened by two factors: (1) the existence of a large govern- 
ment debt; (2) the gross imperfections of the capital market. 


With the present debt structure, the existence of a large gov- 
ernment debt does place certain limits on monetary policy. The 
writer is of the opinion that these have been overstressed and that, 
with relatively minor institutional adjustments, it would be pos- 
sible to have a reasonably effective anti-inflationary monetary 
policy were it not for the second factor mentioned above. On the 
other hand, the larger the debt, the larger these problems, and 
since in some future period the inadequacy of private investment 
may necessitate major increases in the public debt, it would be 
desirable completely to insulate the public debt from the effects of 
policies designed to control investment during an inflationary 
period. 


But even if there were no public debt, the existence of major 
imperfections in the capital market would raise serious doubts 
as to the efficiency of the capital market in achieving a satisfactory 
allocation of new investment if a vigorous credit policy were 
adopted. With respect to the problem here being considered, the 
most serious imperfection arises from the almost complete neglect 
of opportunity cost which seems to characterize the thinking of 
most businessmen and the unevenness of the distribution of liquid 
asset holdings and of current profits. This is especially important 
when the prices of certain products are controlled while others are 
completely uncontrolled. Thus it might well be that the gasoline 
industry would expand using the high profits earned on the basis of 
high, uncontrolled prices, however high the interest rate were 
pushed by monetary restriction; whereas the power industry, for 
which the economy actually had much greater need, would be 
unable to expand, since it would be forced to go to the public capital 
market for funds. 


Furthermore, a tightening of credit by the orthodox methods 
(i.e., the sale of securities by the central bank, a change in reserve 
requirements, or the raising of the rediscount rate) would have 
markedly different effects on different loan and security markets, 
arising in part at least from differences in the initial composition 
of the portfolios of the central bank and of the other banks and 
financial institutions. 


In other words, though the traditional credit policy is in a formal 
sense non-discretionary and impartial as between various types of 
spending, it is in fact arbitrary and discriminatory in its effects. 
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In view of these defects of traditional monetary policy it appears 
to the writer that there is needed some substitute which would 
retain as far as possible its great political merit and flexibility, but 
which would be more effective, would be non-discriminatory in con- 
trolling spending, and would not embarrass the Treasury in the 
management of the public debt. One possible substitute would be 
the use of an ad valorem tax on all investment plus controls on 
consumer credit. 


The tax rate would be raised if investment were too high relative 
to productive capacity, lowered if it were too low. The rate could 
be adjusted quarterly, or at any other more convenient interval. 


II. CONTROL OF PRODUCER OR BUSINESS INVESTMENT 


It is singularly fortunate that in the sphere of business invest- 
ment, where the need for some stabilizing device is so great, a tax 
on investment would be highly effective as a control device and 
would involve a minimum of administrative problems. 


For purposes of the tax, investment might be defined as the cost 
of any increase in the physical assets of the firm for the period 
(including force-account instalation) before deductions for 
depreciation and retirement.2 For most firms this would equal 
total expenditures on plant and equipment plus net changes in 
inventories, computed on a first-in-first-out basis. Some more or 
less arbitrary distinction between repairs and betterments would 
have to be drawn; that used for income tax purposes might be 
suitable. 


2 There would be two advantages in having the tax base include total invest- 
ment in (i.e., the stock of) inventories, rather than only the net chan 
in inventories. In the first place, it would avoid the administrative pro 
lem of making payments to those whose investment, as defined in the te 
was negative; secondly, it would avoid the problem of classifying an 
defining commodities. It is easier, or perhaps one should say less hard, 
to determine the cost of a stock than to determine the cost of a change 
in the stock when the stock is composed of items which cannot be graded or 
classified in any logical way. However, to levy the tax on the stock would 
be particularly burdensome to those industries which must carry large 
inventories relative to output. If the problem of inflation were a long- 
term one, the cost of the readjustments which the contraction of inven- 
tories would entail might be more than offset by the reduction in spending 
which would be achieved; but if the inflationary pressure were only temp- 
orary, this would be most unlikely. Moreover, there would be much more 
violent objection by businessmen to a tax on total inventory than to one 
on net change in inventory, and this factor cannot be neglected. 

A case can be made for levying the tax on expenditures on research, for 
the direct impact of such expenditures is inflationary. To the writer this 
smacks a little too much of killing the goose that lays the golden egg, but 
it must be admitted that it is quite possible to spend too much on research 
and that in certain circumstances some restrictions on research expendi- 
tures would be rable. 
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In order to reduce the uncertainty which would otherwise exist 
regarding the future level of the rate, and in order to give those 
determining the tax rate a more accurate picture of investment 
plans than that currently obtainable, it would seem desirable (1) to 
encourage businessmen to submit their plans for any large-scale 
construction project and (2) to permit them to use, in computing 
their tax liability for the investment of a given period, either the 
tax rate in force at the time the plan was submitted or any lower 
rave which might subsequently be declared. In order to obtain this 
privilege, they would have to submit a time-plan of the project; 
they would lose the privilege if in any period their investment 
varied from the plan by more than, say, 10 per cent. Revised 
plans could be submitted at any time, but the “privilege” would 
date from time of submission of the revised plan. 


The superiority of a tax on investment relative to a tax on profits 
as a method of controlling investment is clear. A tax on profits 
might reduce investment in two ways: 


1. It would reduce funds available for financing investment in 
plant and equipment. This indirect attack could not be effective 
so long as there were adequate supplies of funds available from 
external sources or in the form of internally held liquid assets 
carried over from earlier periods; this is certainly the case today. 


2. It would reduce the “net” profit which could be expected to 
accrue from new investment. However, if the tax were viewed as 
an anti-inflationary measure and if, therefore, the elasticity of 
expectations were negative, the tax would have little or no effect 
on investment in long-lived equipment; even for short-lived equip- 
ment the tax would only have significant deterrent effect in the 
case of very risky investment and this effect would be reduced to 
the extent that we introduce loss-offsets and liberalize depreciation 
regulations. Moreover, high taxes on profits have adverse effects 
on incentives to efficiency and influence the distribution of income 
in ways which might be undesirable. 


The tax on investment, on the other hand, operates directly on 
incentives to invest and will be effective whether or not adequate 
supplies of liquid funds are available; it will be more effective the 
more negative the elasticity of expectations; it will have no 
adverse effects on efficiency and will have no significant effect on 
income distribution. 
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III. SOME OBJECTIONS CONSIDERED 


I shall now consider briefly a few of the possible objections to 
the plan. One of the objections to credit policy cited above was 
that it was arbitrary in view of the unevenness of liquid asset 
holdings and the neglect of opportunity cost of capital. The tax 
plan would not be arbitrary in this sense. But it would still be true 
that, in a period of strong inflationary pressures, industries whose 
prices were controlled would be at a marked disadvantage com- 
pared with those industries whose prices were uncontrolled, 
because of the difficulty of getting price (i.e., rate) adjustments, 
and the result might be an uneconomic distribution of new invest- 
ment. The only cure for this problem, which it should be noted is 
the result of arbitrary interference with pricing in one sector of 
the economy, is arbitrary interference of another sort which would 
give the utilities some offsetting advantage. This might be done by 
exempting them from the tax or by giving them a lower rate. 


There is one point at which the plan is open to criticism from a 
strictly theoretical point of view. The purpose of the tax is to 
restrict investment with the least possible restriction of current 
output. This aim will be furthered in so far as the tax discourages 
investment in long-lived equipment and investment in processes of 
production where the ratio of depreciation to total cost is high 
(whenever the investment good has a life longer than the expected 
duration of the inflationary period). Now a tax levied on gross 
investment discriminates more effectively against the use of 
methods where the ratio of depreciation to total cost is high than 
would a tax on net investment; but it discriminates less effectively 
against the use of long-lived equipment than would a tax on net 
investment. 


If there were no uncertainty regarding future demand or costs 
and zero elasticity of expectations regarding the tax, imposition 
of a tax on gross investment would discriminate against production 
where the ratio of depreciation to total cost is high (given the 
length of life of the equipment), but would not discriminate at all 
against production methods using long-lived equipment (given 
the ratio of discrimination to total cost). This can be shown quite 
simply. Consider four different products, each having the same 
total cost and selling price (or consider four different methods of 
making the same product, each yielding the same total cost). 
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A B Cc DB 
Sale price $100 $100 $ 100 $100 
Labor cost 20 50 50 50 
80 50 50 50 
Life of equipment .............. 10 10 20 2 
Cost of equipment.............. 800 500 1000 100 


In the absence of uncertainty and assuming a zero interest rate, 
imposition of a tax on gross investment would discriminate in 
favor of B as compared with A, for in each case the tax would have 
to be paid every ten years but on a lesser amount in the case of B. 
However, the tax on gross investment would fail to discriminate 
between B, C, and D, for though the tax payment at the time of 
original investment would be least in the case of D and greatest 
in the case of C, over a twenty-year period the tax would be the 
same for each. The analysis would be complicated but in no funda- 
mental way changed by removal of the assumption of a zero inter- 
est rate. The discriminatory effect could only be “perverse” (given 
our present assumptions) if there were a functional relationship 
between the ratio of depreciation to total cost and length of life 
of the equipment such that high ratios were normally associated 
with short-lived equipment and vice versa. On purely a priori 
grounds there would be no reason to expect any uniform relation- 
ship between ratio of depreciation to total cost and longevity; in 
the real world high depreciation-total cost ratios seem generally 
to be associated with long-lived equipment (though there are many 
exceptions) so that the likelihood of “perverse” effects seems very 
small. 


Comparing the effects of a tax on gross investment with one on 
net investment under our present assumptions, we see that the tax 
on gross would not discriminate between long- and short-lived 
equipment, whereas the tax on net would. On the other hand, the 
tax on gross investment would discriminate against methods where 
the depreciation-total cost ratio was high whether the expenditure 
were for expansion of capacity or merely for replacement, whereas, 
unless a subsidy (negative tax) were paid for negative net invest- 
ment, the tax on net investment would only discriminate against 
methods where the depreciation-total cost ratio was high when the 
expenditure was for expansion of capacity. 


If there were uncertainty, the discrimination against long-lived 
investment which uncertainty normally produces would be 
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increased somewhat by imposition of the tax, for the use of long- 
lived equipment would necessitate the immediate payment of a 
given sum, whereas the use of short-lived equipment would both 
permit postponement of payment of part of the sum and present 
the possibility of avoiding it in considerable part if the investment 
turns out to be unprofitable in later years so that replacement did 
not take place. The discrimination would still be less than would 
be the case with a tax on net investment. 


The analysis of the preceding paragraphs has assumed zero 
elasticity of expectations regarding subsequent changes in the tax 
rate. If the elasticity of expectations were positive and if the 
investment were of the “once-for-all” variety, imposition of the tax 
might have a perverse effect, for the expectation of further 
increases would have a stimulating effect on investment. Invest- 
ment which might otherwise have been postponed to the future 
would be undertaken immediately and investment of the long-lived 
variety would be stimulated. If, on the other hand, the contem- 
plated investment were simply one of a series of interrelated 
investments, interrelated over time, and would not be made unless 
it were expected that it would be profitable to make the others, the 
expectation of further increases would tend to reinforce the 
restrictive effects of the tax. The converse would be true if the 
elasticity of expectations were negative. 


In general one would expect there to be a bias in the direction 
of negative elasticities during periods of inflation, and the inter- 
dependence over time of investment decisions does not appear to 
the writer to be sufficiently great or rigid to introduce any 
“perverse” effects, but admittedly this is sheer conjecture. Cer- 
tainly if the elasticity of expectations is negative, the lack of dis- 
crimination between long- and short-lived equipment which char- 
acterizes the tax on gross investment as compared with the tax on 
net investment will be insignificant. 


It does seem that it would be preferable to impose the tax on 
gross rather than net investment. The ticklish problem of defining 
replacement is avoided; the discrimination in favor of replacement 
investment by old firms and in old industries and to investment in 
new industries is avoided; and, if the problem of inflation is a 
temporary one and is recognized as such by business men, the 
elasticity of expectations is almost certain to be negative, so that 
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the failure of the tax on gross investment to discriminate between 
short- and long-lived equipment will be of no importance. 


IV. SOME POLITICAL AND ADMINISTRATIVE PROBLEMS 


Finally there is the question of political practicability: could 
Congressional approval for such a plan be obtained and would the 
courts consider it “constitutionally” sound? If it were possible to 
draw up a schedule of tax rates, and specific rules as to conditions 
under which the various rates should become effective, neither of 
these problems would be very serious. But until we know much 
more about the working of our economy, the rigidity of such a 
plan would greatly reduce its effectiveness; indeed there is some 
question whether we shall ever know enough to enable us to draw 
up a rigid plan which would be reasonably effective. Reasonably 
accurate prediction of the effects of a change in the tax rate may 
well be impossible unless correct appraisal is made of scores of 
factors affecting the business situation, many of which could not 
be quantified for inclusion in any rigid formula. In short, for the 
plan to be fully effective, it will be necessary to have flexibility, 
and therefore it will be necessary to give to the “administration” 
or to some independent agency broad discretionary powers in fixing 
the rate. (There would be no serious objection to the establishment 
of some limits on the tax rate which might be set, similar to those 
placed on the Board of Governors of the Federal Reserve System 
relative to reserve requirements.) 


In view of the traditional rivalry between Congress and the 
administration, and the constitutional problems involved, it would 
seem wisest either to establish a new independent agency similar to 
the Board of Governors of the Federal Reserve System or to have 
the Board of Governors take over the additional responsibility. 
Since the plan would be in effect a way of permitting the Board to 
carry out what has come to be one of its primary functions—con- 


_. 3J. E. Meade’s proposal (Planning and the Price Mechanism, pp. 23, 24, 31; 


London, 1948) for a special tax (subsidy) on durable as a device 
for controlling inflation (deflation) came to my attention after the above 
was written. He tco appears to be optimistic regarding the elasticity of 
expectations and he recognizes the lack of discrimination between long 
and short-lived equipment which I have discussed above. (He appears to 
have a tax on gross investment in mind though this is not explicit.) How- 
ever, it is not correct to say, as he does, that “a continuing tax on capital 

gives a eee inducement to concentrate on the long-lived projects” 
(p. 31 n.). This would only be true when the annual depreciation is less 


om long- than on short-lived equipment and when this antage is more 
~~ aaa to offset the effect of uncertainty regarding future replace- 
men 
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trol of inflation—without embarrassing the Treasury in its debt 
management policy (in other words, of permitting a return to a 
more independent Federal Reserve policy), the Board would seem 
to be the logical choice. Use of the Board of Governors would also 
make the “educational” problem simpler, for it would make more 
convincing the claim that no new control is being added, but rather 
that a new method of control has been devised to supplement varia- 
tions in the rediscount rate and open-market operations. On the 
other hand there are certain drawbacks to giving to the Board of 
Governors the responsibility for administration of a plan of this 
sort. Administration of the plan would necessarily entail political 
considerations, though these would not appear to be too important 
unless differential tax rates were attempted. But certainly it would 
be unfortunate if the giving of these additional powers to the 
Board endangered the degree of success which has been achieved 
in keeping the Board a non-political body and thus endangered the 
effectiveness of its present powers in the credit field. In addition 
there is some question whether the present method of appointment 
to the Board would be satisfactory if its powers and responsibilities 
were broadened. On balance the advantage seems to lie with use 
of the Board rather than establishment of a new agency, though 
some change in the composition of the Board might be desirable. 


There remains the danger that the proposal might be declared 
unconstitutional on the ground that it involves delegation by Con- 
gress of the taxing power. If this should happen (and assuming 
that a constitutional amendment on this point is unwise or impos- 
sible), recourse would have to be had to the schedule of rates, etc., 
every effort being made to retain as much flexibility as possible. 


V. CONTROL OF CONSUMER INVESTMENT 


In the past, the wide fluctuations in consumer investment have 
been an important contributing factor in overall cyclical fluctua- 
tions, aggravating, if not causing, the successive periods of infla- 
tion and depression. There is some question as to the effectiveness 
of consumer credit controls in limiting these fluctuations; but 
whatever the answer to this question, there can be no doubt that 
the controls would be much more effective in preventing inflation 
if they were supplemented by application of the proposed tax 
policy to consumer durables. Such application would encounter 
certain serious practical, administrative difficulties, but these do 
not seem insurmountable. 
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The tax would apply to all new consumer durables which had 
a life in excess of say five years, and might take the form of an 
excise tax paid at the retail level. For administrative reasons it 
would be necessary to set up specific categories of goods which 
would be taxable, e.g., furniture, refrigerators, radios, etc. regard- 
less of expected life. Since there are already excises on certain of 
these items, the opposition to the tax would not be as great as might 
otherwise have been expected. If it were possible to assure the 
public that subsidies would be provided for buyers of the same 
goods in any subsequent period of inadequate demand, the opposi- 
tion of both producers and consumers might in large part be over- 
come. If the subsidy or negative tax were introduced, the tax 
should be shifted from the retail to the manufacturer level. This 
would appreciably lessen the administrative problems and the main 
objection to the tax at the manufacturer level—its magnification 
via the fixed mark-up system—would be overcome, for if the mark- 
up were rigid, any magnification of the tax would be offset by 
equivalent magnification of the subsidy. 


Unfortunately the possibility of getting Congress to delegate the 
power to set the level of the tax seems much less in this case than 
for producer investment. It could be argued that the purpose and 
effect of the tax would not be essentially different from those of 
consumer credit controls—the burden of making larger down- 
payments or more rapid amortization is the same as the burden in 
paying the tax—but there is some question whether the layman 
could be convinced of this. 


One category of consumer durables which would create especially 
bothersome practical problems is housing. In order to assure 
equality of treatment of owner-occupied and rental housing (in- 
cluding apartments), it would probably be most convenient to 
follow the “national income” practice and include all housing 
construction with producer investment. This would mean that 
every person who bought a new house or had one built for his own 
use or made alterations in existing dwellings costing more than 
some minimum figure would have to report this fact and pay the 
tax. Special treatment could be given to low-cost housing if that 
were an element of national policy. The administrative problems 
involved in adequate enforcement are obvious, and if some other 
means of reducing the marked instability in the residential con- 
struction field could be devised, it might be wisest to exclude 
residential construction from the tax plan altogether; but if no 
other means are devised, the cost of enforcing the plan and the 
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annoyance and cost to the taxpayer would probably be insignificant 
compared to the cost of a major fluctuation in residential con- 
struction. 


It may be objected that the plan fails to control spending on 
current consumption except via consumer credit and, indirectly, 
by the tax on durables which might channel some purchasing 
power away from nondurables. This is true. However, if, as seems 
likely, saving is highly inelastic with respect to changes in the rate 
of interest, monetary or credit policy is open to the same criticism; 
if reduction of current consumption is deemed essential, other fiscal 
measures will be needed, e.g., extension of the excise tax to non- 
durables or use of special stimili for saving. Without subscribing 
to any particular theory of the business cycle it can be asserted 
that investment, producer and consumer, not current consumption, 
is the active destabilizing force in the system and that, in a peace- 
time economy, the wisest policy is to aim to provide a steadily 
increasing level of disposable personal income and let current 
consumption find its own level. 


VI. CONCLUSION 


The foregoing analysis has assumed that the decision as to the 
amount of private spending which is desirable is made apart from 
decisidiis affecting government spending and foreign lending (or 
gifts). In the real world this would not be the case, but the deci- 
sion as to the allocation of productive capacity among these broad 
categories must be a political one (though economic considerations 
will necessarily play a role in the decision-making process) and 
should not be left to the control-agency to be established under the 
proposed plan. The proposed tax on investment merely seeks to 
provide a more effective mechanism for limiting private spending, 
after the decision as to the productive capacity which should be 
allocated to that sector has been made‘. 


In conclusion I should like to point out that the plan may also 
have application to the problem of cyclical depression; the tax 


4It is of course possible that this “decision” will be an implicit one—that 

it will be made more or less by default. Professor Harold L. Reed has 
suggested that the existence of the proposed control mechanism would 
increase the danger of wasteful spending, for it would offer a relatively 
easy method of limiting private investment in order to prevent the inflation 
which might otherwise be caused by such wasteful government spending. 
One cannot dismiss this danger as inconsequential, but one can express 
the belief that we are approaching the position where it is safe to place 
simple tools of control in the hands of government even though the results 
of their misuse (wasteful government spending) might be worse than the 
fault (excessive private investment) which they are designed to correct. 
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would then be negative, i.e., a subsidy, but this carries us into 
much broader problems than can be considered here5. Whether or 
not a negative tax were introduced, the reduction of investment 
during the inflation would almost certainly involve postponement 
rather than cancellation in many instances. When the inflationary 
pressures disappeared, reduction of the tax would “activate” a 
backlog of investments which would mitigate if not prevent any 
ensuing depression. However, it must be emphasized that, even in 
the case of excessive private business investment, the tax plan 
could not and should not be expected to do the control-job alone, 
but at least it would be a useful addition to the presently available 
methods of control. 


5 See for example the plan suggested by Professor Copeland in “Business 
b American Economic Review, XXXIV, No. 2 
une, > 
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COLLEGE REVENUE BONDS TO FINANCE SELF- 
SUPPORTING PROJECTS 


By J. G. TAYLOR 
The University of Texas 


I. INTRODUCTION 


The financing of self-supporting projects with revenue bonds has 
become a more important part of college and university business 
operations. The postwar necessity of increasing plant capacity for 
housing, dining halls, and a dozen other purposes, together with 
the already strained operating budgets and the reluctance of state 
legislatures to appropriate construction money, has caused more 
and more colleges to turn to revenue bonds to solve their problems. 
The revenue bond has come to be a prime source of raising plant 
expansion funds. The years 1945 and 1946 saw approximately 
$46,000,000 of revenue bond financing done by the state-supported 
colleges and universities. This figure was substantially higher than 
the periods 1934-36 and 1938-39 when the federal government was 
making grants and loans. 


II. DESCRIPTION OF COLLEGE REVENUE BONDS 


Unlike the widely used general obligation bond which is a pledge 
of the full faith and credit of the issuer, a revenue bond is a 
special obligation payable from the revenue of the project con- 
structed with the proceeds of the bond issue. The genesis of the 
college revenue bond lies in the rapid growth of colleges and the 
need in most instances to house, feed, and provide recreational 
facilities for the student body. There is the need to finance not only 
the operating cost of the facilities but the orignal cost as well out of 
the revenue of the project. Thus, it was that the revenue bond came 
to be used generally by the colleges and universities. 


III. HIsToRY 


Historically, revenue bond financing by publicly owned colleges 
and universities began to get under way in the 1920’s, mostly in 
the Mid-West and the East. The volume of borrowing was rela- 
tively small, and the issues were for the most part placed publicly 
at rates around 414 per cent to 6 per cent for the purpose of 
financing such things as stadiums, union buildings, and dormi- 
tories. The bulk of these loans were for around 50 per cent to 60 
per cent of the cost of the project, the balance coming from en- 
dowment funds, state legislatures, and private contributions. 
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The period of the 1930’s saw a relatively small volume of bor- 
rowing except for the 1934-36 and 1938-39 period of P.W.A. grants 
and loans which were life savers for many institutions. While the 
government was generous with its grants, the long terms were very 
restrictive in that the indentures were tightly drawn, non-callable 
features were inserted, and severe restrictions were placed on the 
use of the surplus revenues. The government decided to take the 
risk at the then low interest rate of 4 per cent as a matter of public 
policy and not particularly as a matter of intrinsic value. Most of 
these P.W.A. loans found their way into the R.F.C. and were later 
purchased therefrom by investment dealers and placed with three 
or four life insurance companies. 


Generally speaking, in the pre-World War II period, there were 
only three or four insurance companies in the United States who 
were interested in college revenue bonds as a class. Banks, for the 
most part, were not interested ; and individuals who had purchased 
the bonds back in the 1930’s had been eliminated as purchasers by 
the depression period of the 1930’s. The volume of college and 
university financing was relatively small in scope, and most lenders 
of long-term money classified college revenue bonds along with 
securities of churches, hospitals, and other charitable institutions— 
in other words, benevolent type loans. 


The picture has now changed, however. In the post-World War 
II period, substantial borrowing has been done. Those colleges 
which borrowed money in 1945 and 1946 succeeded in borrowing 
at an all-time low rate of interest and on very easy loan terms gen- 
erally. There was a strong desire for bonds for all types. The dif- 
ficulty was not so much in the borrowing but in the surmounting of 
construction difficulties and cost problems. Since 1947, however, 
the situation has changed substantially. Interest rates are mater- 
ially higher, and there is a generally tighter market all around. 
Lenders are demanding and getting much better protection for 
their loans on revenue obligations. The volume has continued at a 
substantial rate in 1948 and 1949. The University of Texas, jointly 
with the Agricultural and Mechanical College of Texas, has just 
completed a $15,000,000 piece of financing which will be described 
in more detail later. Also, at present, any number of institutions, 
such as Colorado, Connecticut, and Arizona, are understood to be 
considering new issues. While interest rates and loan conditions 
may be somewhat more tight, these schools presently borrowing 
have the advantage of more stabilized construction costs. 
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The post-World War II period has shown a marked broadening 
of the market for college revenue bonds. The number of large life 
insurance companies participating has increased to twelve or four- 
teen, and more and more investment dealers are beginning to take 
an interest in the bonds. Life insurance companies are by far the 
best market yet found for the bonds. However, there are many 
large companies which have never purchased a college revenue 
bond. While the market has been substantially broadened, it must 
be stated that it is by no means a broad market as exists for muni- 
cipal obligations generally. It is the exception rather than the rule 
when an investment firm or an insurance company has ever had a 
material transaction in college revenue bonds. Most of the com- 
mercial bank interest in college revenue bonds has been cooled off 
by criticism arising from the Comptroller of the Currency on 
revenue bonds generally and on college revenue bonds particularly. 
Furthermore, banks usually are hunting short-term loans whereas 
the colleges are seeking long-term money. Many of the bonds sold 
in 1945 and 1946 can only be traded at present in secondary mar- 
kets at substantial discounts from the original prices. All of this, 
though not a result of the deterioration of the credit of the colleges 
but of changing interest rates generally, leaves a bad taste for the 
purchasers desiring to liquidate their bonds. Investment dealers, 
who have an interest in college revenue bonds, are almost unan- 
imous in their opinion that, while the insurance companies are 
the best market and are well satisfied with their purchases, the 
remaining markets are largely undeveloped. The dealers point out 
that college revenue bonds are hard to sell and that virtually every 
customer must be educated to the bonds. This they are willing to 
do; but, on the other hand, it will mean larger margins of profit 
for the dealers and a somewhat higher rate of interest in order to 
attract purchasers. The dealers state that many of the purchasers 
of the bonds feel that the bonds must be purchased too much on the 
good faith of the college rather than on hard facts, such as a wide 
margin of earnings protection, a full faith and credit pledge, or a 
first lien on the properties. 


IV. TREND TOWARD REVENUE BOND FINANCING 


All over the nation the trend in college permanent improvement 
financing seems to be more in the direction of revenue bond financ- 
ing for self-supporting and auxiliary enterprises. Private donors 
and legislatures, both hard pressed with demands from many 
sources, have the feeling that what money they can expend must 
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go for such permanent improvements as classrooms and academic 
type buildings. In their opinion, it is somewhat hard to justify the 
use of taxpayers’ money for dormitories, stadiums, union buildings, 
and other income-producing activities. Nearly everyone can agree 
in part with this idea. However, some of the auxiliary enterprises 
are not completely self-supporting, and there is continued need 
for the legislatures to put up the difference. Some states, such as 
Illinois and New Mexico, have been rather generous in putting up 
equity money. Others, such as Connecticut, Vermont, New Hamp- 
shire, Massachusetts, and Tennessee, have allowed the colleges to 
use the state’s credit. However, for the most part, the big bulk of 
financing has been in straight revenue bonds with little or no out- 
side help. 


V. LEGAL BACKGROUND OF REVENUE BONDS 


Legally, a revenue bond can best be defined by comparing it toa 
general obligation bond. Briefly, a general obligation bond is a 
pledge of the full faith, credit, and revenues of a municipality or 
corporation. It can be either secured or unsecured. General obli- 
gation bonds are by far the most widely used type. They are used 
almost exclusively in personal and corporate financing, and the 
great bulk of government and municipal financing is also in 
general obligation securities. 


A revenue bond, on the other hand, is a special obligation, pay- 
able only from the income from a project with occasionally a lien 
upon the property as well as the revenues. Unlike a general obliga- 
tion, the borrower is not obligated to pay the debt from any other 
source. In actuality, a revenue bond states on its face that it is 
not an obligation of the city, the college, or the state, that the bond 
is not a lien upon the property but is only a lien upon the revenues 
to be derived from the property. 


The state of Connecticut permits the pledge of the credit of the 
state in addition to the revenues of the project. The bond pur- 
chaser, in this case, scarcely bothers to look beyond the top quality 
rating of the state of Connecticut and is willing to buy the bonds 
on a very low interest rate. New Mexico has an interesting law 
which permits the pledging of an unlimited student fee as well as 
the revenues from the enterprise. In Arkansas, the colleges are 
permitted to pledge not only the revenues and student fees but also 
the full faith and credit of the college as well. The University of 
Kentucky enjoys a good credit rating, at least in part because a 
first lien on the property is permitted. Louisiana and Texas have 
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permitted the pledge of state taxes. The University of Massachu- 
setts has an arrangement whereby the state makes a lease with a 
building association under which the state agrees to pay the asso- 
ciation a fixed annual rental in an amount sufficient to provide for 
payment of principal and interest requirements on the entire 
issues, thus, in effect, making the bonds a guaranteed obligation 
of the state of Massachusetts. These bonds very obviously carry a 
lower interest rate than they otherwise would. 


Colleges issuing revenue bonds have found it advisable to check 
the state laws respecting the eligibility of such bonds for insurance 
company investment, trust and savings bank investment, sinking 
fund purchase, and as collateral for school depository money. 
Before issuing bonds, it is also advisable to clear up the question 
of state tax exemption of the bonds if this cannot be otherwise 
determined. 


Colleges have also found it to their advantage to secure as favor- 
able ratings as possible by the bond-rating agencies. These ratings 
are widely used by investors as a key to the quality of the bonds 
being offered. Naturally, the ratings have definite limitations as to 
their usefulness; but when a bond receives a rating of Baa or 
better, the bond is usually deemed to be eligible for national bank 
investment. At the present time, Moody’s Investors Service has a 
policy of not rating bonds of educational institutions except when 
the bonds, in one manner or another, have state credit pledged. 
Many investors are not fully aware of this policy, and the absence 
of ratings tends to limit the marketability of college revenue bonds. 
As the bonds become more seasoned, it is possible that Moody’s 
will, in due course, revise its policy in this connection. 


VI. SOURCES OF REVENUE AND TYPES OF ISSUES 


A. Dormitory Revenue Bonds.—College revenue bonds are of 
numerous types. The largest in volume and number is the straight 
Dormitory Revenue Bond. A good example of this was an $800,000 
issue of University of Illinois Dormitory Revenue Bonds sold in 
January, 1949, the average interest cost being 2.79 per cent and 
maturing from 1950 through 1973. This issue was secured by a 
first lien on the net revenues only. It was a high-grade issue, put 
out by one of the best names. The total project cost was $3.4 
millions of which the legislature put up $2.6 millions and the bal- 
ance of $800,000 was borrowed as stated. 


Another example is the University of Florida Dormitory Revenue 
Bonds. This institution made the bonds a first lien against gross 
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revenues of the buildings to be constructed and a second lien 
against the gross revenues of other dormitories already en- 
cumbered. Two things are to be noted here: first, the pledge of 
the gross revenues and, second, the need of the institution to sub- 
sidize the particular project with surplus revenues from another 
project. However, even though the pledge was against the gross 
revenues, the bond purchaser still wants to know if rental charges 
and student enrolment will provide adequate revenues to operate 
the dormitories as well as to service the debt. 


The University of Missouri, in 1948, put out a high-grade dormi- 
tory revenue bond issue, due from 1951-68. The bonds were sold 
competitively and were reissued to yield from 11% per cent for the 
short bonds to 3 per cent for the long bonds. An interesting feature 
was the use of a balloon note in the twentieth year rather than the 
extension of the maturities. 


Indiana University, in 1947, put out a dormitory first mortgage 
issue which was well received in the market. Other schools, such 
as Purdue, Nebraska, and Kentucky, have used the mortgage 
pledge with good effectiveness. 


Under present conditions, high building costs keep dormitory 
projects from being entirely self-supporting. There is need for 
substantial help from some other source. A few schools have 
attempted to make their new dormitories and dining halls com- 
pletely self-supporting; but investment dealers who have handled 
some of these issues state that although the buildings are so-called 
fireproof and of permanent construction, they are probably below 
standard for most colleges. The pattern seems to be pretty well 
set that about $2,500 to $3,000 per student is the maximum amount 
which can be borrowed and made self-supporting. All costs above 
these figures must be supported from some other source. Bond 
purchasers naturally look with favor upon the larger state institu- 
tions and those institutions which have been well established for a 
long period of time. They frown on any school which endeavors to 
cut room and board charges in order to increase student enrolment. 
At the same time, room and board costs should not be too far out 
of line on the top side. A rate of $50 to $55 per month for room 
and board in the smaller schools is about normal. For the larger 
schools, a figure of about $60 to $65 per month is acceptable; and 
in some of the northern and eastern institutions, $75 to $80 per 
month is not unreasonable. In the early postwar period, some of 
the dormitory revenue issues were put out with coverage of net 
revenues only about 114 times debt service requirements. Most 


| 
| 
L 
i 


334 THE JOURNAL OF FINANCE 


purhasers are now insisting on a coverage of annual principal and 
interest requirements around 114 to 134 times. 


B. Stadium and Field House Revenue Bonds.—Another type of 
issue fairly widely used is the Stadium and Field House Revenue 
Bond. The University of Oklahoma recently put out an issue of 
Stadium Revenue Bonds as 3’s, due from 1950-69 at a 2.87 per cent 
interest cost. The bonds were secured by a stadium fee and stadium 
revenues ; and, furthermore, the revenues were placed in a trustee’s 
hands pending distribution to the bondholders. 


The University of Texas has sold an issue of 21% per cent 
Stadium Bonds, due in one to twenty years, which is secured by a 


first lien against portions of a student activity fee and by stadium 
revenues. 


The University of Michigan in 1926 used a method of granting 
choice football seat options along with the purchase of bonds. This 
method of financing a stadium or field house is worthy of study, 
and it can be used to bring in grants from alumni as well as to sell 
bonds. It is freely admitted in Dallas, Texas, that Doak Walker, 
an All-American football player at Southern Methodist for the past 
two years, has almost single-handedly increased the size of the 
Cotton Bowl by some 30,000 seats. The sponsors of this project 
were amazed at the results when they promised that each holder 
of a $50 bond would receive an option to buy a ticket until the 
bond was retired. The bond issue was quickly oversubscribed, and 
the sponsors decided to issue additional bonds and further increase 
the size of the stadium. Needless to say, the purchasers were 
scarcely interested in the interest rate or the terms of the bonds. 


C. Student Fee Revenue Bonds.—Next, there are the so-called 
“Student Fee Revenue Bonds.” These bonds are being used more 
and more frequently; and, of all the types of college revenue bonds, 
they are most favored by the purchasers, particularly when they 
are levied against the entire student body. In a sense, the fee 
smacks of a tax and gives the bonds the flavor and backing of a 
tax obligation. 


A good example of these bonds is the Oklahoma A. & M. Student 
Union Building Bonds which are secured by a student fee as well 
as by the net income of the Union Building which contains such 
things as a bookstore, a radio station, cafeteria, etc. Oklahoma 
A. & M. also has outstanding a Utility System Revenue Bond issue 
which was sold last year for the purpose of expanding their power 
plant and water system. The college goes so far as to furnish 
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water to the city of Stillwater. The bonds are secured by the net 
revenues from the utility system, and most of these revenues are 
internal charges on various activities of the college. The thing 
that gives the bonds their principal backing, however, is a student 
fee. In this particular case, the Supreme Court of the State of 
Oklahoma rendered an interesting decision which added substan- 
tial strength to the bonds. The Supreme Court stated that a student 
fee could legally be pledged and collected during the construction 
period as well as for the remainder of the life of the bonds. 
Furthermore, the Court ruled that the bond issue does not become 
a debt of the state by reason of the provision in the bond resolu- 
tion which states that the governing board may make up any 
deficiency of operation and maintenance through application of 
money from general operating and maintenance funds of the 
college. 

The University of Texas, in late 1948, issued a Hospital Fee 
Bond issue which was secured by a first lien against a compulsory 
student hospital fee. Operating expenses were junior to the debt 
service requirements. These bonds, undoubtedly, were sold at a 
better interest rate because of the first lien and could not likely 
have been sold without the compulsory student fee. 


There are numerous other types of so-called fee bonds. Among 
them are issues to build music buildings, libraries, press buildings, 
and, in some cases, classroom buildings. 


D. Omnibus Type Revenue Bonds.—Another type of issue is the 
so-called “Omnibus” type bond. This is the bond issue which covers 
two or more activities, in some cases, related activities, and, in 
other cases, completely unrelated activities. The advantage of this 
type of obligation is that it combines under one issue a substantial 
part or all of the debt of a college and permits a weak activity 
financially to be supported by the revenues of a stronger activity. 
Next to a straight fee bond, these bonds are probably best liked by 
the investor since, in most cases, the omnibus type includes at 
least one fee for support. 

A good example of the omnibus type of financing is that of the 
University of New Mexico General Building Bonds of 1948. The 
proceeds of this issue were used to build a dormitory, dining hall, 
press and publication building, a library extension building, and a 
heating system. The bonds are secured by revenues from all of the 
activities constructed as well as by a student fee. Furthermore, as 
additional security, a contingency fund was set up out of revenues 
from other dormitories and a general student gymnasium fee. 
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E. Endowment Fund Revenue Bonds.—The last type of bond is 
that of Endowment Fund Bonds. Just recently, the University of 
Texas and the Agricultural and Mechanical College of Texas jointly 
issued $10,000,000 and $5,000,000, respectively, of bonds secured 
by the income from the Permanent University Fund which is an 
endowment fund shared by both institutions. Since these bonds 
are abundantly secured by income from U. S. government bonds 
and municipal securities, they were sold at a net interest rate of 
1.65 per cent for one- to twenty-year bonds. These bonds were 
given very wide pre-sale publicity and were rated Aaa by Moody’s, 
the highest rating that could be given a bond. Competitive bids 
were received from five syndicates containing 148 separate bond 
houses. This bond issue attracted substantial interest on a national 
basis and drew the attention of investors to college bonds generally. 


Other examples of endowment fund bonds are those of the 
University of Wyoming and the Montana State University where 
income from their land grant endowments are pledged to secure 
the bonds. 


VII. PRIVATE SCHOOL FINANCING 


Most of the things which have been written herein apply equally 
as well to private school financing. The legal approach is somewhat 
different; and while private schools enjoy tax exemption as to 
their operations, they do not have the privilege of issuing tax- 
exempt bonds. The financing of the private schools, other than 
those which have been long established, is frequently somewhat 
more difficult since they do not have the inherent sound charac- 
teristics of a municipal issue with the moral backing of the people. 
For the most part, private school financing has been handled as 
mortgage loans. Private schools frequently have had to pay some- 
what higher rates of interest; but, at rates above 3 per cent, tax 
exemption should not be much of a factor since life insurance com- 
panies, which are the principal investors, have no tax problem. 


Such schools as Syracuse, Temple, New York University, and 
Smith College have had successful financing. An example of an 
unusual financing was completed by the University of Miami, a 
private institution. This school, using an F.H.A. Title 608 Loan, 
is occupying today 29 buildings consisting of 533 apartment units 
with a loan payable in 32 years and 4 months. The school succeeded 
in getting a 90 per cent F.H.A. insured loan with the remaining 
10 per cent being put up in land by the college. Money to purchase 
furniture was borrowed from a local bank. Because of the sub- 
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stantial size of the project, the university was allowed to construct, 
as part of the proceeds of the loan, community facilities which are 
used very satisfactorily as a student union building. The university 
even arranged with a private contractor to dig an artificial lake on 
the campus for the shell gravel involved. While the units are con- 
structed in the form of apartments with two, three, or four bed- 
rooms, they are used by the college mainly as dormitories. One 
thing in favor of the Miami loan was that the university was lo- 
cated in the proximity of the city of Miami; and should the school 
not be able to live up to its commitments, the project could be 
rented as apartments to non-students. 


Muhlenberg College of Allentown, Pennsylvania some years ago 
sold a $650,000 mortgage refunding issue which was approximately 
25 per cent of the replacement value of the facilities pledged. This 
loan was payable out of revenues of the college from all sources. 


VIII. PLANNING THE ISSUE 


When planning a bond issue, all of the legal snarls should be 
untangled in the early stages. It is advisable to select a lawyer who 
is not only astute in the knowledge of bond law but who also has a 
reputation in the field so that investors generally will rely on his 
opinion. This is a “must” item in selling a college revenue bond. 
The fees of really qualified lawyers will be fairly uniform and, in 
most cases, worth the cost. 


At the same time that a lawyer is retained, it is also advisable 
to begin preliminary discussions with investment dealers. Care 
should be taken to select a bond dealer not only with a good repu- 
tation but who has also had experience in handling college revenue 
bonds. Proper investment advice can be of inestimable benefit in 
setting up a bond issue. 


Sound planning of a bond issue should be under way at all times. 
By this is meant the sound operation of auxiliary enterprises gen- 
erally. If the auxiliary enterprises are well run on a businesslike 
basis, the bond issues will be much easier to market, and a lower 
rate of interest will be realized. Consideration should be given to 
the establishment of adequate depreciation and maintenance 
reserves for all so-called self-supporting activities. This should be 
done whether the building is debt free or not. Colleges endeavor to 
operate on a non-profit basis; but, when revenue bonds are to be 
sold, earnings protection must be provided to the bondholder; and, 
until provision is made for adequate maintenance and depreciation, 
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there is no way of knowing whether the activity is self-supporting 
or not. There has been criticism that colleges have overdone the 
matter of subsidizing students by loss operations in auxiliary 
enterprises. From a financial viewpoint, it would be better to sub- 
sidize the student with lower tuition fees and with scholarships on 
a selective basis rather than through auxiliary enterprises which 
must be financed by means of revenue bonds. 


Even before the architect is employed to draw plans for any 
buildings, the bond issue should be in the planning stage. In most 
cases, it is probably advisable for the college to wait and sell the 
bonds simultaneously with the letting of the construction contracts. 
In this manner, time will be allowed to work out details of the issue 
and to ascertain the total cost of the project. From the purchaser’s 
viewpoint, this is much the preferable procedure since he will then 
know that there will be enough money to complete the project 
and that proper construction contracts have been made. 


IX. CHOOSING A MARKET 


A college has several sources to consider when marketing a 
revenue bond issue. Each should be considered carefully, since 
proper placement of the bond issue usually means more advantages 
and a lower interest rate to the college. Here are the more usual 
sources: 


A. University’s own endowment funds.—To any one university, 
there should be no better credit than its own bonds. In some 
quarters, there is resistance to such purchases on the grounds that 
some institutions in the past have abused this method. The acid 
test, of course, is whether the bond issue is soundly conceived and 
protected by adequate earnings. If this is done, the bonds will 
likely sell in the open market at a rate which will make it unneces- 
sary to buy the bonds with endowment fund monies. If the issue is 
sound, however, there is often good justification for purchasing 
the bonds for the college’s own endowment funds. 


B. Depository banks and other banks.—Ofter the banks with 
which the university maintains banking relations will be glad of 
the opportunity to purchase bonds, particularly if the maturities 
are not too long. It is always advisable, of course, to establish 
the fact that the bonds are eligible for bank investment. 


C. Trustees.—Trustees generally are substantial purchasers of 
tax-exempt bonds. When possible, an effort should be made to 
have the bonds made legal for trustee investment. 
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D. Individual purchasers.—Included in this group are the alumni 
of the college. Often alumni are substantial purchasers and, in 
some cases, can be approached on the basis of making a gift as well 
as purchasing bonds which can be donated back to the university 
in any tax year which the alumnus might choose. One substantial 
bond issue was a market success principally because an alumnus 
of the school purchased a substantial block of the bonds. Eventually, 
this alumnus plans to donate the bonds to the college. 


E. Insurance companies.—In recent years, and particularly in 
recent months, insurance companies have been the principal pur- 
chasers of college revenue bonds. It is likely that they will continue 
to be the principal outlet, particularly for the longer-term bonds. 
The main difficulty with life insurance companies is that they have 
little or no need for the tax-exempt status of the bonds, and the 
bonds have to compete with taxable corporate bonds which nor- 
mally sell on a higher yield basis. Fire and casualty companies 
should not be overlooked as a possibility for selling the bonds. At 
the present time, there are only twelve or fourteen life insurance 
companies purchasing bonds, but there are several others which 
are actively considering getting into the field. 


F. Retirement funds, pension funds, and other public funds.— 
These funds have been growing in recent years and often are good 
outlets for the bonds. 


G. Investment dealers.—Last, but the most frequently used 
medium of sale, is the investment dealer route. These firms 
specialize professionally in marketing bonds; and since most col- 
lege bonds are tax-exempt, the best medium will usually be invest- 
ment dealers who specialize in municipal bonds. 


There are several ways in which an investment dealer can be 
brought into the picture. The college can advertise for bids, or it 
can request an investment firm or group of firms, all, of course, 
with recognized ability and reputation, to submit advice and pro- 
posals for issuing the bonds. Also, if it chooses, the college can 
enter into an agreement whereby the investment dealer either will 
purchase the bonds outright or will agree to act as fiscal agent on 
a fixed-fee basis in placing the bonds privately or via the competi- 
tive sale route. 


X. THE BOND SALE 


The question of whether to negotiate the sale of the bonds pri- 
vately or to advertise for sealed competitive bids is an important 
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one. With municipal general obligations, a public sale is usually 
preferable. A public sale gives all potential buyers an opportunity 
and often eliminates criticism. Unless it can be demonstrated 
clearly that a negotiated sale is more advantageous, it is usually 
advisable to have an advertised competitive sale. 


If it is decided to have a public sale, it should be well advertised 
and particularly in a publication called The Bond Buyer. It is also 
helpful to distribute notices of sale, brochures, and other informa- 
tion by direct mail to investment dealers, commercial banks, insur- 
ance companies, alumni, and other potential buyers. The adver- 
tisement should contain adequate information in summary form 
and should offer to submit additional information and data to all 
inquiries. 

The greater volume of all college financing to date has been done 
on a private placement basis. If the bond issue is complicated and 
the earnings protection none too wide, the private placement route 
is probably best. The issue can be hand-tailored to meet the desires 
of both the college and the purchaser. 


XI. CONCLUSION 


In conclusion, it can be stated with assurance that the present- 
day trend toward the revenue bond as a financing vehicle for self- 
supporting activities will continue. 


The advantages of using revenue bonds to the college are many. 
Self-supporting activities can be made to pay their own way not 
only in terms of operating expenses but in initial outlay as well. 
Use of a revenue bond will permit many colleges to provide certain 
faculty and student facilities, such as housing, dining hall, and 
recreational facilities, which they otherwise would have to omit 
for lack of funds. 


The market, as it has developed in the postwar period, has been 
broadened to a point where any established college with a sound 
credit can sell revenue bonds at relatively low rates of interest. 
The tax-exempt feature for the public institutions is an advantage 
that permits, in many cases, an interest rate without which the 
project could not be completed. 


While it can be stated that college revenue bond financing is out 
of the infancy stage, it must also be pointed out that the bonds are 
not as well accepted market-wise as are general obligation bonds. 
Some colleges, too, have borrowed quite heavily on dubious earn- 
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ings. It is to be noted that as the market for college revenue bonds 
broadens, the purchasers are demanding better earnings protec- 
tion, larger equity contributions by the college, and tighter 
indenture provisions generally. 


The alternatives to revenue bond financing will continue to be 
the historical ones, namely, private gifts and grants, endowment 
funds, legislative appropriations, or, as has been most frequently 
the case in the past, simply doing without the facility. As indicated 
earlier, however, legislatures and private donors are becoming 
more and more reluctant to provide money for self-supporting 
activities. Hence, the college revenue bond has become a useful 
medium, which, when well planned, well conceived, and issued in 
proper amounts, can be wisely used by any college in carrying out 
its educational program. 
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THE USE OF AVERAGE MATURITY IN THE ANALYSIS 
OF COMMERCIAL BANK INVESTMENTS 


ROBERT B. RIVEL 
The Chase National Bank 


Commercial bank investments in marketable issues of the federal 
government were reduced from $84.7 to $55.0 billion, or by 35.1 
per cent, between February 28, 1946, when the peak in holdings 
was reached, and December 31, 1948.1 This reduction in investment 
holdings has evoked numerous analytical treatments of concomitant 
changes in portfolio structure. In such analyses, changes in the 


term structure of the portfolios have usually been given greatest 
emphasis. 


Portfolio term structure is customarily portrayed by the use of 
call-date or maturity classes. However, this form of statistical 
description is difficult to employ in measuring portfolio changes 
from one date to another. The reason is that the passage of time 
causes blocks of securities to shift from one maturity class to 
another, thereby obscuring changes caused by the policy actions of 
investors. Furthermore, either the employment of extremely nar- 
row maturity class intervals, or the actual study of specific security 
issues (particularly when the number of such issues is large), are 
cumbersome analytical methods. 


A weighted average maturity, however, offers certain advantages 
which these other methods lack. Although obscuring the detailed 
composition of the underlying data, a series of weighted average 
maturities provides a simple and useful device for measuring 
changes in portfolio structure through time as well as for compar- 
ing differences in the security holdings of specific investors and 
investor groups. Furthermore, as will be shown, weighted average 
maturities may be employed to isolate the positive or voluntary 
actions of investors from other factors of change. 


Three factors are constantly at work tending to change the 
average maturities of the government securities portfolios of com- 
mercial banks. These are: (1) the passage of time, (2) the redemp- 
tion and refunding by the Treasury of maturing issues, and (3) 
active trading in securities by the investing banks. The passage of 
time obviously is a factor tending to shorten average maturity, 
since, unless offset by other factors, it results in a greater concen- 
tration of investment funds in near-dated issues. Debt redemption, 


1Tr Bulletin. Data quoted for banks included in the Treasury’s Sur- 
vey of Ownership, which comprises institutions owning approximately 95 
per cent of all commercial bank-held government obligations. 
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AVERAGE MATURITY OF 
COMMERCIAL BANK INVESTMENTS IN 
MARKETABLE UNITED STATES GOVERNMENT ISSUES* 


DEVIATION OF 
ACTUAL FROM 


HyYPOTHESIS HYPOTHESIS HypoTH. HyYPoru. 
END OF MONTH ACTUAL No. 1 No. 2 No. 1 No. 2 
cn years days years days years days (in days) (in days) 
December .. 3 353 3 353 3 353 0 0 
1946 
January 3 331 4 12 3 363 — 46 — 32 
February 3 316 4 49 4 18 5 - @ 
March ........ 3 362 4 115 4 34 —118 — iF 
gee 3 358 4 147 4 37 —154 — 
 —_—— 4 1 4 141 4 29 —140 =- & 
4 43 4 166 4 34 —123 + 9 
| ee 4 62 4 217 4 47 — 155 + 15 
August ...... 4 63 4 226 4 39 —163 + 24 
September.. 4 86 4 257 4 48 27 + 43 
October .... 4 85 4 287 4 46 —202 + 39 
November... 4 110 4 322 4 49 —2i8 + 61 
December .. 4 146 5 18 4 70 —~237 + 76 
1947 
January 4 145 4 352 4 9 —207 +136 
February 4 151 4 325 3 325 —174 +191 
March ......... 4 152 4 827 3 342 —175 +175 
( (aa 4 126 4 297 3 338 — 374 +153 
a 4 126 4 266 3 308 —140 +183 
June ........... 4 123 4 236 3 288 —-113 +200 
(ae 4 105 4 205 3 273 —100 +197 
August ...... 4 100 4 174 3 246 — % +219 
September.. 4 109 4 246 3 251 —137 +223 
October 4 88 4 226 3 233 —138 +220 
November.. 4 71 4 196 3 211 —125 +225 
December 4 4 4 185 3 187 —181 +182 
1948 
January . 3 307 4 175 3 190 —233 +117 
February 3 300 4 125 3 157 —190 +143 
March ........ 3 320 4 152 3 146 —197 +174 
 —= 3 272 4 122 3 119 —215 +153 
3 260 4 91 3 89 — 196 +171 
| “Re 3 264 4 145 3 83 —246 +181 
ee 3 241 4 113 3 76 —237 +165 
August ...... 3 207 4 82 3 46 —240 +161 
September.. 3 228 4 179 3 61 —316 +167 
October .... 3 178 4 148 3 73 —335 +105 
November... 3 161 4 118 3 44 ~322 +117 
December .. 3 135 4 106 3 18 —336 +117 


*Treasury Bulletin. Calculated on basis of actual days to earliest call or maturity dates. 
on the other hand, reduces the volume of funds invested at near- 
date and causes average maturity to lengthen.? This tendency, how- 


2 Under existing practice, the Treasury redeems securities only at their 
earliest call or maturity dates. . 
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ever, is dampened by the extent to which maturing issues are 


refunded into new obligations and the latter are acquired by the 
banks.3 


In contrast with transactions of these types, which yield definite 
and predictable results, trading in securities may lengthen, shorten, 
or not affect average maturity, depending upon the ways in which 
the portfolio term structure is altered. 


The investing banks exercise some measure of discretionary con- 
trol over each of these factors except the passage of time. Market 
purchases and sales of securities obviously are initiated by the 
investing banks. On the other hand, when new securities are offered 
by the Treasury in exchange for maturing obligations, the banks 
have the option of either exchanging their holdings or of taking 
cash payment. 


The influence of bank-initiated transactions upon portfolio term 
structure may be measured by comparing the actual average matur- 
ity of the banks’ investments with a hypothetical average maturity 
calculated on the assumption that the content of the portfolio is 
affected solely by the passage of time. In order to do this a base 
date must be selected and average maturities calculated for a series 
of hypothetical portfolios established on the assumption that the 
portfolio ages with the passage of time. In the accompanying table 
this case is referred to as Hypothesis No. 1. 


The discretion exercised by bank management in acquiring 
securities offered by the Treasury in exchange for maturing obliga- 
tions differs in certain respects from that expressed through market 
transactions. This is so because, in the case of Treasury refund- 
ings, the banks do not have complete freedom of choice, since the 
Treasury decides the terms on which the exchanges are made. 
Therefore, in order to isolate the effect of their market transac- 
tions, in which complete freedom of choice is exercised, from the 
other factors affecting portfolio term structure, a second hypothesis 
must be made. Under this, the portfolio on some base date may be 
projected through time on the assumptions that (1) the portfolio 
ages with time, as in Hypothesis No. 1, and (2) that the banks 
replace maturing securities with those offered in exchange by the 
Treasury. Estimates of the amounts of maturing issues held by 
the banks on refunding dates can be obtained by allocating to the 
banks the amounts equal to their holdings of the issues on the latest 


8 Since the end of the war, it has been the Treasury’s Pg ig hy 
or cash into new 


exceptions, to refund maturing issues not redeemed 
obligations having maturities not exceeding one year. 
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AVERAGE MATURITY OF 
COMMERCIAL BANK’ INVESTMENTS IN 
e MARKETABLE U.S. GOVERNMENT ISSUES 
a YEARS DECEMBER 1945— DECEMBER 1948 YEARS 
ACTUA 
HYPOTHESIS 
y 
#1 
DEVIATION OF ACTUAL HYPOTHESIS #2 
| : DEVIATION OF ACTUAL FROM 
HYPOTHESIS 
e 
1946 1947 1948 
' 
e Ownership Survey dates preceding the refunding transactions.4 A 
y comparison of the average maturity of the hypothetical portfolio 
e thus computed with that of the actual portfolio will reflect the 
t [ * The banks are assumed to hold a constant amount of Treasury bills. This 
assumption is necessary because of the lack of information concerning the 
g disposition of particular issues of maturing Treasury bills. Data ees 


yo not permit estimates to be made of the volume of Treasury bills 
or 5 
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influence of the purely voluntary investment activities of the banks, 
i.e., their market transactions. 


In the accompanying table are given, for the December, 1945- 
December, 1948 period, the writer’s calculations of the average 
maturities of commercial bank-held marketable United States gov- 
ernment issues.5 In the first column are listed averages calculated 
on the basis of actual holdings of the banks on successive month- 
end dates. The second and third columns, on the other hand, list 
the results of averages computed under the assumptions of Hypo- 
theses No. 1 and No. 2 described above. In the final two columns 
are tabulated the difference between actual and theoretical average 
maturities, thus indicating the extent to which shortening or 
lengthening of investment portfolios was attributable to policy 
actions. In turn, these data are shown in the accompanying chart. 


Changes in the actual average maturities of bank-held issues 
reflected the varying influence upon portfolio term structure of 
each of the factors of change described above. From February, 
1946, until March, 1947, the Treasury’s debt-redemption program 
was the primary force affecting the actual average maturity. This 
factor, which reduced the amount of near-dated issues held by the 
banks, more than offset forces tending to shorten average maturity, 
e.g., the passage of time and the refunding of maturing obligations 
into issues of one year’s maturity, and caused average maturity to 
lengthen. In contrast, from April, 1947, to December, 1948, the 
actual average maturity of bank investment portfolios shortened 
considerably. In this period, the Treasury’s program of debt 
redemption was to a large extent curtailed, with the result that 
market purchases and sales of securities by the banks together with 
the passage of time were the primary forces affecting the actual 
average maturity. 


Throughout the major portion of the period reviewed, the actual 
average maturity of the banks’ investments was shorter than would 
have been the case had portfolio term structure been affected solely 
by the passage of time and longer than would have evolved from 
the joint influence of time and the acquisition of exchange issues. 
This is illustrated by the deviations of the actual average maturity 
from those obtained under the assumptions of Hypotheses No. 1 
and No. 2. 


5 Averages were obtained by weighting investments in specific issues by the 
actual number of days to their earliest call or maturity dates. Treasu 
bills, published as a single datum, were treated as maturing in one an 
one-half mon 
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Had the banks’ investments on December 31, 1945, been affected 
thereafter only by the passage of time, average life would have 
increased in 1946 by nearly thirteen months as a result of the 
maturing of near-dated issues and their consequent withdrawal 
from the portfolio. Thereafter, the passage of time would have 
shortened the average of life of the securities held, except on those 
occasions when large blocks of short-term issues matured and this 
trend was temporarily reversed. As it was, however, bank absorp- 
tion of exchange issues combined with purchases and sales of out- 
standing issues in the securities market permitted the actual 
average maturity of the banks’ investments to lengthen by only 82 
days in 1946 and caused it to shorten thereafter. 


Projection of the year-end 1945 portfolio on the additional 
assumption that the banks acquired those securities offered by the 
Treasury in exchange for maturing issues (Hypothesis No. 2) 
yielded results somewhat different from those of the first hypo- 
thesis. On this basis, the average maturity of the banks’ security 
holdings would have lengthened only slightly in 1946 and shortened 
steadily thereafter. Comparison, therefore, of these results with 
the average maturity actually obtained indicates that after the first 
five months of 1946, the banks “reached out” in the sense that their 
investment holdings were of longer average maturity than would 
have been the case had portfolio term structure been affected only 
by the combined influences of time and Treasury refundings. The 
extent to which the actual average maturity differed from that cal- 
culated on the assumptions of Hypothesis No. 2 was attributable, 
therefore, to bank policy expressed through investment operations 
in the securities market. 


The use of theoretical average maturities, predicated upon the 
hypotheses given, has obvious shortcomings. Most important is 
that, since the theoretical portfolios are functions of the actual 
portfolio on the base date, the more remote in time is the base date 
the less significant are the results. For this reason, the method 
described for isolating bank investment decisions possesses greater 
merit as a tool for short-run rather than for long-run analysis. 
However, the deviations of actual from theoretical average matur- 
ities, calculated so as to isolate market operations over a period as 
long as that used herein, certainly suggests the direction of com- 
mercial bank investment policy. 
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